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CHRONOLOGY OF THE MEETING:
The meeting was called to order by Mayor Murphy at 2:07 p.mn.
Mayor Murphy adjourned the meeting at 4:22 p.m. to Closed Session on Tuesday, October 22,

2002 in the 12" floor conference room to discuss pending and potential litigation and Meet and
Confer matters.

ATTENDANCE DURING THE MEETING:
(M) Mayor Murphy-present
{1) Council Member Peters-present
(2) Council Member Wear-present
(3} Council Member Atkins-present
(4) Council Member Stevens-present
(5} Council Member Maienschein-present
(6) Council Member Frye-present
(7) Council Member Madaffer-present
(8) Council Member Inzunza-present
Clerk-Abdelnour (er)

FILE LOCATION: MINUTES
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Exempting an Assistant to the Director Position from the Classified Service in the
Governmental Relations Department.

FILE LOCATION: MEET

COUNCIL ACTION: {Tape location: B214-435))

CONSENT MOTION BY PETERS TO DISPENSE WITH THE READING AND
ADOPT THE ORDINANCE. Second by Wear. Passed by the following vote:

Peters-yea, Wear-vea, Atkins-yea, Stevens-yea, Maienschein-yea, Frye-yea, Madaffer-yea,
Inzunza-yea, Mayor Murphy-yea.

*ITEM-53:  Approval of Ordinance amending the San Diego Municipal Code related to FY
2003 Negotiated Retirement Benefit Enhancements.

CITY MANAGER'S RECOMMENDATION:

Introduce the following ordinance:

(O-2003-67) INTRODUCED, TO BE ADOPTED ON MONDAY,
NOVEMBER 11, 2002

Introduction of an Ordinance amending Chapter I, Article 4 of the San Diego
Municipal Code by amending Division 2 by amending Section 24.0201; by
amending Division 3 by amending Section 24.0301; by amending Division 4 by
amending Section 24.0402; by amending Division 5 by amending Section 24.0501;
by amending Division 8 by amending Section 24.0801, and by Renumbering
Section 24.0803 as Section 24.0802; by amending Division 12 by amending
Sections 24.1201, 24.1202, 24,1203 and 24.1204; by amending Division 15 by
amending Section 24.1507; all relating to the San Diego City Employees'
Retirement System.

CITY MANAGER SUPPORTING INFORMATION:

Pursuant to the recently negotiated Memoranda of Understanding and associated agreements with
the Fire Fighters Local 145, Municipal Employees Association (MEA), AFSCME Local 127 and
the Police Officers Association (POA) the City agreed to implement a number of revisions to
Retirement Benefits as defined in the San Diego Municipal Code. Those benefit enhancements
and associated San Diego Municipal Code amendments are summarized below:
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Presidential Leave - Amends Sections 24.0201 and 24.0301 to provide that a member serving as
the duly elected president of a recognized employee labor organization may continue participating
in the Retirement System consistent with the governing Memorandum of Understanding (MOU)
between the City and his/her employee organization.

Retirement Benefit Factor increase - Amends Section 24.0402 to reflect the new retirement
factor (2.5% at 55) available to General Members, as well as the 90% cap on benefits and
exceptions to the cap that accompany the new retirement factors.

Stress Disability Benefit Extension - Amends Section 24.0501 to extend the benefit for
Members who suffer mental disabilities due to a violent attack in the workplace, from July 1, 2002
to July 1, 2003,

CERS Contribution Agreement - Amends Section 24.0801 to state that the City's contributions
to the Retirement System will be based on the terms of a Memorandum of Understanding between
the City and the San Diego City Employees Retirement System (SDCERS).

Retiree Health Benefits - Amends Section 24,1202 to reflect the agreed upon reimbursement
levels for Health Eligible Retirees.

Employer Offsets - Amends Section 24.1507 to allow payment of the negotiated offsets to
employee contributions from the Employee Contribution Reserve; also amends Section 24.1507
to describe more clearly the terms of the Employee Contribution Rate Reserve.

Once approved by City Council, these benefits will be submitted to members of the City
Employees' Retirement System (CERS), and will be enacted upon an affirmative vote of the
members, This election is tentatively slated for the last week of November, 2002.

FISCAL IMPACT:

Cost of $4.79M for 2.5% at 55 benefit enhancement ($2.26M General Fund; $2.53M
Non-General Fund). Costs of $11.34M for Retiree Health Benefits (from CERS 401 (h) & 115
Health Trust Reserves); and $3.24M for Employee Offsets (from CERS Employee Contribution
Rate Reserve) were approved by Council July 30, 2002.

Lexin/Kelly
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FILE LOCATION: NONE
COUNCIL ACTION: {Tape location: B214-435.)

CONSENT MOTION BY PETERS TO INTRODUCE THE ORDINANCE. Second by
Wear. Passed by the following vote: Peters-yea, Wear-yea, Atkins-yea, Stevens-yea,
Maienschein-yea, Frye-yea, Madaffer-yea, Inzunza-yea, Mayor Murphy-yea.

ITEM-100:  Agreement with Metcalf & Eddy to Provide Vulnerability Assessment Services.

CITY MANAGER'S RECOMMENDATION:

Adopt the following resolution:
(R-2003-522) ADOPTED AS RESOLUTION R-297199

Authorizing the City Manager to execute an agreement with Metcalf and Eddy,
Inc. to provide professional consultant services for a Water Security Vulnerability
Assessment;

Authorizing the City Auditor and Comptroller to transfer an amount of
reimbursable funds, not to exceed $115,000 from the U.S. Environmental
Protection Agency grant funding to Water Operating Fund 41500;

Authorizing the expenditure of an amount not to exceed $115,000 from Water
Operating Fund 41500, provided that the City Auditor and Comptroller first
furnishes one or more certificates demonstrating that the funds necessary for
expenditure are, or will be, on deposit in the City Treasury.

CITY MANAGER SUPPORTING INFORMATION:

In order to improve the safety and security of the Nation's water supply, the United States
Environmental Protection Agency has appropriated funds to reduce the vulnerability of water
utilities to terrorist attacks and to enhance their ability to respond to emergency situations. The
Environmental Protection Agency (EPA) has awarded the City of San Diego $115,000. On
October 7, 2002, City Council authorized the City Manager to accept the EPA award to complete
a vulnerability assessment by January 31, 2003,






Tue CiITy oF SanN DiEco

November 1§, 2002

Honorzble Dick Murphy and Members of the City Council
City of San Diego

City Hall - 202 C Street

San Diego, CA 92101

Re: Itemns 50 & 51; re Retirement Benefits
Dear Mayor Murphy and Members of the City Council:
CITY ASKED TO ENTER INTO IMPRUDENT FINANCING PROGRAM WHICH FAILS TO

CORRECT ACCOUNTING IRREGULARITIES AND THREATENS SAFETY OF CITY
__EMPBLOYEES RETIREMENT AND BENEFIT SYSTEM IN CONFLICT WITH ACTUARY’S

ADVICE

Action iterns 50 and 51 represent a potential insolvency formula for the City of San Diego in less than 9
years.

This deal has surfaced because, under the existing 1996 City Manager's Agreement, if the Retirement
Plan’s funding ratio (the amount funded vs. the funding requirement designated by the independent
Actuary) falls below 82 3%. (which our Actuary has suggested will happen this year), the City s required
to make a much larger contribution (525 - 75 miliion this year and even larger in future years) to restore

. the plan’s funding status. It appears that the City does not want to make these required payments. This
new agreement before you today was reached to allow the City not to have to make the required payments
and in return an additional employee benefit was granted. The new agreement *“back loads” the entire
accrued burden to the City Council of 2009,

Because the City could not compel the Retirement Board to accept this dangerous agreement, the City
sqonditioned” the Labor deal on Retirement Board approval of the City’s diminished pension contribution
agreement and balloon payment obligation agreement, and then had City representatives and Labor
representatives vote it through the Retirement Board this past Friday (the motion passed with two
dissenting votes, myself and that of Tom Rhodes). This conditioning of benefit enhancements on
Retirement Board approval created conflicting concerns on the part of City and Labor representatives that
sit zs Trustees on the Retirement Board. The City Trustees faced concerns of job preservation and personal
economic benefit, and the Labor Trustees faced the obviously enhanced pension beneflts to their members.
The City should not have put the City and Labor members of the Retirement Board in this awkward
position. Tying a labor contract benefit to a separate fiduciary decision co-ops the Board’s normal role as
overseer of the “administration” of benefits. In a sense, it gives the appearance, if aot the reality, that the
City “bought” votes on the Retirement Board,

I commented at this past weeks Retirement Board meeting, that promising a city employee benefit
conditioned upon a separate fiduciary’s approval of an agreement to reduce the zlready deficient City
contributions to its pension plan is ethically questionable at best, if not blatantly corrupt.

BACKGROUND

City Council Items 50 and 51on the Agenda for November 18, 2002 require your approva! of Ordinances
fhat amend the San Diego Municipal Code in relation to the FY 2003 Negotiated Retirement Benefit
Ephancements. The affect of the proposed Ordinances woutd, among other things:

:

City Employees’ Retirement System
407 3 Sireer, Suite 400, MS 340 « Sen Diegs, £ 72101-4298 00004
el 1419 5334480 For 619 5334411 = 2134619 :



1L T awer the City's existing contribution rate {specifically if the plan falls below 82.3%
funded) which has already been found by the independent Actuary to be currently
inadéquate to provide for the contracted retirement obligations for City employees,

2, Provide increased benefits without providing any current funding to fund those
benefits,
3 Create & balloon obligation for the City to partially fund the accrued but unpaid

obligations identified in 1 and 2 abave, which will begin the year after the expiration
of the term limits of the existing Council and Mayor,

4, Allow for an unspecified “transition period” to change the Retirement System’s

irregular and misleading “Projected Unit Credit (PUC) rate" accounting practices

{these are our existing non-conforming accounting practices) to the more conventional
and accurate “Entry Age Normal (EAN) rate” (the accounting methods used by the
vast majority of other California public retirement systems, sce attached list of Public
Pensions Systems in California using EAN.)

These Ordinances came about as a result of the kmeet-and-confer” process between the City and its Labor
- -Unions.. The.Retirement Board, as 2 body, is not & party to those negotiations, although representatives of
labor and City Management are involved. “The Retirément Board was subsequentiy-asked-to-approve this_ .
new reduced pension contribution agreement and balloon payment obligation agreement after the deal had
been made by the City and the Unions. Because the City could not compel the Retirement Board to accept
this dangerous agreement, the City “conditioned” the Labor deal on Retirement Board annroval of the
diminished pension confribution agrecraent and balloon paymens obligation norepment, and then had City
represeniatives and Labor representatives vote Tt through the Retirempent Board this past Friday (the motion
passed with two dissenting votes From Trustee Tom Rhodes and myself).

In addition, the proposed Ordinances provide an unspecified “transition period” to change over from what
~is known to be irregular and misleading accounting practices used by the City’s Retirement Systemn rather
than require immediate accounting compliance with the more accurate and inteliigible methods and
procedures used everywhere ¢lse. '

The proposed Ordinances and the decision to approve them are fiscally reckiess and irresponsible. It does
not ensure the financial integrity and the security of the Retirernent System. These proposed ordinances, if
approved, additionally weaken the already financially impaired retirement system because:

1. The Retirement System is curreatly under-funded as a resuit of the 1996 City
Manager’s proposal. According to the System's Fiduciary Council, from July 1, 1996
through June 30, 2002, the deficiency between what the City contributed and what
would have been contributed under the amouats computed in accordance with the
actuarial valuation, plus eamings ot the difference totals about $100 million.
According to the System’s independent Actuary, s of the June 30, 2001 Annual
Actuarial Valuation the unfunded actuarial accrued liability was $283,892,737. 1f
these ordinances are approved, by 2009, the Ciry will most likety be faced with the
wsticker shock” of an unfunded pension liabitity in the multiple billions of dollars,

2, According to the Retirement System's independent Actuary, on an CEANT
measurement basis, the San Diego City Emplayees’® Retirement System already has
one of the lowest funding ratios in the State of California. (Measurement by the
more generous “PUC” method showed that in 1996 the pension plan was 51% funded,
by the end of this year it will most likely drop below 80%).

3. According to the Retirement System's independent Actuary, the San Diego City
Employee’s Retirement Systems' funding rafio is already the lowest it has been since
the 1980's.

4, City contributions have nol increased over the scheduled amounts in the 1996

Manager's Proposal even though the City granted benefit increases under the
Retirement System since the adoption of that Proposal, most notably, the benefits
provided under the “Corbets” settlement.



~

5. The Retirement System has lost hundreds of millions dollars in it's investment

portfolio.

6. The Systern’s investment consultant forecasts the likelihood of lower and more
volatile earnings in the future than in the past 10 years.

7. The substantial reduction in interest rates due to action by the Federal Reserve Bank

has materially decreased the current interest received and potential future interest
generated by the fixed income portion of the System's investment portfolio.

8. Many Retirement System liabilities are not cven inclnded in the Systern’s existing
irregular (PUC rate) accounting system for caleulating the funding ratio. For example,
fhere are hundreds of millions of dotiars of obligations the System doss not reflect on
its books, such as the “Corbett” settiement obligation for refirees — worth about 376
million doliars, two Reserve Account obligations, the reserve for Supplemental
COLA, the 13™ Check obligation, or the Retiree Health Insurance and Post Retiree
Heath Care obligation. Additionally, there is no consideration of the fzct that
employees are retiring at an earlier age, which has a major impact on future
Retirement System obligations and has been strongly recommended be included by the
Actuary for several years. All of the above liabilities have been noted by the System’s
independent Actuary as being significant economic reporting omissions and if
considered would materially lower the current funding capacity.

9. After meeting it's other obligations, it is expected that the Retirement System will
effectively have no “surplus eamnings” at the year ending June 30, 2002, to fund new
benefits or to make up funding shortfalls.

The Retirement System’s independent Actuary has consisteatly opposed the items reflected in these two
proposed ordinances in the most explicit of terms and has specifically written in a letter dated November 5,
2002 to the Retirement Board, “it would be best to hold the City to the existing Manager's proposal,..”

. Additionally, the Actuary has recommended against the “transition period” for correcting the inadequate .
accounting practices, which have created an.artificially healthier appearance of the System’s financial
condition. Specifically he writes, “ we would prefer it if the Board did not provide a transition period fo
the City to reach the full PUC rate and then move fo the full EAN rate,” (See attached letter from .
Actuary). The Actuary may be replaced as 2 result of his honesty and professionalism.

Oue if the legal cases provided to us by our fiduciary counsel is enlightening. The most recent decision in
California with respect to funding requirements states, "“The willingress and ability of the sponsor of a
defined benefit pension plan to maintain this ‘orderly schedule’ (of contributions well in advance of benefit
requirements) is the major factor in the assurance of benefit security for retirees... " 32 Cal. App4~ 1139,
quoting from the declaration of the PERS Actuary. Additionalty, that decision said, in part, “Underpinning
both the normal cost calculation and the amortization of the unfunded accrued actuarial liakility is an
explicit assumption concerning timing of contributionss The importance of timing stems from the fact that a
large portion of a member's benefit is funded by the investment earnings, which are generated by the plan
contributions. When monies are contributed later than expected, reduced earnings result - thus creating a
shortfall ” at 1140 quoting from the PERS Actuary. Board of Administration v. Wiison, 52 Cal.App.4”
(1997 , :

“he Government Finance Officers Association has said that public officials should de the following:
“dssure that actuarially required contributions are collected by the pension planona timely basis.
Reductions in or postponement of contributions violates one of the basic principles of level percent-of-
payroll financing and constitutes a real threat to responsible funding.” (GFOA STA TEMENT OF
RECOMMENDED PRACTICIES FOR PUBLIC PENSION PLANS, Recommendation 3 concerning
Junding.)

CONCLUSION

I strongly recommend that you, as representatives of the public trust, do not vote to approve these
Ordinances. However, if you are intent upon doing so, T would suggest that you send this issue to your



Ethics Commission before voting on it. 1 would also strongly recommmend that you have outside Legal
Council provide you with an opinion o this issue. In discussions with the Retirement Systems’ Fiduciary
Council it was suggested that approval actions may not be covered by governmental immunity and that
there may be & personal exposure resulting from an affirmative vote on this matter.

Respectfully, )

Dann Skown

Diann Shipione

Trustee, San Diego City Employees’ Retirement System

¢ Trustees of the San Diego City Employses’ Retirement System
Rick Roeder, Actuary, Gabriel, Roeder, Smith & Company
Bob Blum, Esq. Fiduciary Counsel
Mr, Charles Walker
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CHRONOLOGY OF THE MEETING:

The meeting was called to order by Mayor Murphy at 2:04 p.m. The meeting was recessed by
Mayor Murphy at 3:04 p.m. for the purpose of a break. Mayor Murphy reconvened the meeting
at 3:11 p.m. with all Council Members present. The meeting was recessed by Mayor Murphy at
4:46 p.m. for the purpose of a break. Mayor Murphy reconvened the meeting at 4:53 p.m. with
all Council Members present. Mayor Murphy adjourned the meeting at 6:06 p.m. into Closed

Session at 9:00 a.m. on Tuesday, November 19, 2002, in the twelfth floor conference room to
discuss existing and anticipated litigation.

ATTENDANCE DURING THE MEETING:
(M) Mayor Murphy-present
(1) Council Member Peters-not present
(2) Council Member Wear-present
(3) Council Member Atkins-present
(4) Council Member Stevens-present
(5) Council Member Maienschein-present
(6) Council Member Frye-present
(7) Council Member Madaffer-present
(8) Council Member Inzunza-present
Clerk-Abdelnour (pr)

FILETLOCATION: MINUTES
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ITEM-1: ROLL CALL
Clerk Abdelnour called the roll:

(M} Mayor Murphy-present

(1) Council Member Peters-present

(2) Council Member Wear-present

(3) Council Member Atkins-present

(4) Council Member Stevens-present

(5) Council Member Maienschein-present
(6) Council Member Frye-present

(7) Council Member Madaffer-present
(8) Councili Member Inzunza-present

ITEM-10:  INVOCATION

Invocation was given by Reverend Louis G. Wargo of the Kensington
Community Church.

FILE LOCATION: MINUTES

ITEM-20.  PLEDGE OF ALLEGIANCE
The Pledge of Allegiance was led Assistant City Attorney Leslie Devaney.

FILE LOCATION: MINUTES

ITEM-30:  Mr. Abdur-Rahim Hameed Day.

DEPUTY MAYOR STEVENS’ RECOMMENDATION:

Adopt the following resolution:
(R-2003-582) ADOPTED AS RESOLUTION R-297300

Commending Mr. Abdur-Rahim Hameed for his contributions and dedication to
the City of San Diego;
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FILE LOCATION: AGENDA
COUNCIL ACTION: (Time doration: 2:15 p.m. - 2:18 p.m.)

MOTION BY MAIENSCHEIN TO ADOPT. Second by Stevens. Passed by the
following vote: Peters-yea, Wear-yea, Atkins-yea, Stevens-yea, Maienschein-yea,
Frye-yea, Madaffer-yea, Inzunza-yea, Mayor Murphy-vea.
COUNCIL COMMENT:
ITEM-CC-1:
Deputy Mayor Stevens wished to comment that the Evans Family Inn at Torrey
Pines was being honored in San Francisco that evening as a five star Hotel that is

receiving five diamond points.

FILE LOCATION: MINUTES

COUNCIL ACTION: (Time duration: 6:02 p.m. - 6:03 p.m.)

ITEM-50:  Approval of Ordinance amending the San Diego Municipal Code related to FY
2003 Negotiated Retirement Benefit Enhancements.

CITY COUNCIL'S RECOMMENDATION:

Adopt the ordinance which was introduced on 10/21/2002 (Council voted 9-0):

(O-2003-67 Cor. Copy) ADOPTED AS ORDINANCE 0-19121 (New
Series)

Amending Chapter Il, Article 4 of the San Diego Municipal Code by amending
Division 2 by amending Section 24.0201; by amending Division 3 by amending
Section 24.0301; by amending Division 4 by amending Section 24.0402; by
amending Division 5 by amending Section 24.0501; by amending Division 8 by
amending Section 24.0801, and by Renumbering Section 24.0803 as Section
24.0802; by amending Division 12 by amending Sections 24.1201, 24.1202,
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24.1203 and 24.1204; by amending Division 15 by amending Section 24.1507; all
relating to the San Diego City Employees’ Retirement System.

FILE LOCATION: MEET

COUNCIL ACTION: (Time duration: 2:31 p.m. - 2:53 p.m.)

MOTION BY INZUNZA TO DISPENSE WITH THE READING AND ADOPT THE
ORDINANCE. Second by Madafter. Passed by the following vote: Peters-vea,
Wear-yea, Atkins-yea, Stevens-yea, Maienschein-yea, Frye-nay, Madaffer-yea, Inzunza-
yea, Mayor Murphy-vea.

ITEM-51:  Approval of Ordinance amending San Diego Municipal Code related to FY 2003
Negotiated Retirement Benefits.

CITY MANAGER'S RECOMMENDATION:

Introduce the following ordinance:

(O-2003-74) INTRODUCED, TO BE ADOPTED ON TUESDAY,
DECEMBER 3, 2002

Introduction of an Ordinance amending the San Diego Municipal Code by
amending Division 13 by amending Sections 24.1310 and 24.1312; by amending
Division 14 by amending Sections 24.1402, 24.1403, and 24.1404; all relating to
the San Diego City Employees’ Retirement System.

CITY MANAGER SUPPORTING INFORMATION:

As aresult of the recent contract negotiations with the Police Officers’ Association, Fire Fighters
Local 145, Municipal Employees Association, and AFSCME, Local 127, the City Management
Team agreed to implement a number of revisions to the Retirement System. Ordinance
0-2003-67 was introduced at the October 21, 2002 meeting of the City Council which amends
the San Diego Municipal Code to reflect the majority of the revisions to the Retirement System
negotiated during the FY 2003 Meet and Confer process.

However, Ordinance 0-2003-67 did not include the revisions to the Retirement System
(SDCERS) giving Members represented by Fire Fighters Local 145 the ability to convert Annual
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Leave accrued after July 1, 2002 to service credit in SDCERS or extend their participation in the
System's Deferred Retirement Option Plan ("DROP").

Ordinance 0-2003-67 did not include a revision to the Retirement System removing the current
prohibition against counting a purchase of service credit made pursuant to the General Provision
for Five Year Purchase of Creditable Service set forth in San Diego Municipal Code Section
24.1312 towards the ten year vesting requirement set forth in Section 141 of the San Diego City
Charter. This action will remove the prohibition and allow the purchase of creditable service to
apply towards the ten year vesting requirement.

Effective July I, 2002, represented Members in the Local 145 bargaining unit who have not yet
entered DROP will be allowed to convert the cash equivalent of their Annual Leave accrued after
July 1, 2002 to service credit in SDCERS or extend their DROP participation period.

Represented Members in the Local 145 Bargaining Unit will no longer be able to exercise any
cash out feature of Annual Leave accrued after July 1, 2002. Represented Members in the Local
145 bargaining unit who have balances of Annual Leave accrued after July 1, 2002, will be
allowed to extend their DROP participation period beyond the five year maximum by that amount
of post July 1, 2002 Annual Leave still available and not converted to service credit prior to
entering DROP. A vote of the Retirement System Members to approve these changes in this
ordinance affecting Member benefits wiil take place from November 2002 through December
2002.

FISCAL IMPACT:

The conversion of Annual Leave to service credit in the Retirement System or extension of the
Member's DROP participation period may result in an increase to the Retirement System's
unfunded liability and a corresponding increase to the City's contribution rate over and above the
scheduled rates in the Manager's Proposal.

The amount of any increase to the System's unfunded liability and City's contribution rate will
depend upon the usage of Annual Leave accrued after July 1, 2002 that is converted to service
credit in the Retirement System or to extend the Member's DROP participation period. There is
no fiscal impact associated with the provision allowing § year purchase of service.

Herring/Lexin/DK

FILE LOCATION: NONE

COUNCIL ACTION: (Time duration: 2:31 p.m. - 2:53 p.m.)
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CONSENT MOTION BY MADAFFER TO ADOPT. Second by Maienschein, Passed
by the following vote: Peters-yea, Wear-yea, Atkins-yea, Stevens-yea, Maienschein-yea,
Frye-yea, Madaffer-yea, Inzunza-yea, Mayor Murphy-yea.

* ITEM-133: Two actions related to Approval of Agreements on SDCERS Board
Indemnification & City SDCERS Employer Contributions.

CITY MANAGER'S RECOMMENDATION:

Adopt the following resolutions:

Subitem-A: (R-2003-390) ADOPTED AS RESOLUTION R-297335
Declaring that the City of San Diego agrees to defend, indemnify and hold
harmless the members of the Board of Administration for the San Diego City
Employees’ Retirement System in the performance of their duties.

Subitem-B: (R-2003-661) ADOPTED AS RESOLUTION R-297336

Authorizing the City to enter into an agreement with the San Diego City
Employees’ Retirement System regarding employer contributions.

CITY MANAGER SUPPORTING INFORMATION:

Board Indemnification: Section 141 of the San Diego City Charter created the San Diego City
Employees' Retirement System (SDCERS). Section 144 provides that SDCERS be administered
by a thirteen (13) member governing board known as the Board of Administration (Board), which
includes three members elected by the General Members of SDCERS, one member elected by the
retirees of SDCERS, two members elected by the Safety Members of SDCERS, one Police, one
Fire, respectively, three ex-officio members: City Manager, City Auditor, and City Treasurer, and
four citizen members, one of which must be an officer of a local bank, are appointed by the
Council and serve without compensation. Charter Section 144 grants the Board the sole authority
to determine the rights and benefits eligibility from SDCERS, administer SDCERS, and invest the
SDCERS trust fund; SDCERS Board Members may, from time to time, be subjected to ¢laims
and suits for actions taken in their capacity as such.

Due to the need to protect and encourage individuals who volunteer their time and their talent to
serve in the public interest, approval of the resolution provides that the City shall defend,






fu ]
o
o
o
g

O WS o U W

REPORTER'S TRANSCRIPT
OF VIDECTAPE
RE: SAN DIEGO CITY COUNCIL MEETING
OF NOVEMEER 18, 2002
PAGES 1 THROUGH 19
TRANSCRIBED AUGUST 9, 2006

TRANSCRIBED BY JENELLE X. BARTEL, RPR, CSR NO. 12687



gogoz

o3 U1 R W

(0:27:56 to 0:51:25)
MAYOR MURPHY: We're gonna go back to the other

Tcongent 1temg or the other two consent items that were

pulled, Item 50 and 351.

Fifty is an approval of an ordinance amending
the San Diego Municipal Code relating to fiscal vear
2003, negotiated retirement benefit enhancements.

Fifty-one is essentially the same related item
dealing with the same subject.éf

We do have one speak who wishes to speak in
opposition on both 50 and 51.Y And we do have three
people or twe people here to speak in favor, although
they indicated that they only need to gpeak if
the matter -- if the matter was not heard on consent.
So they may wish to be heard.

Let me ask the council. Anvyvbedy wish a
pregsentation on 50 or 51? Yes? Okay. Mr. Peters would
like a presentation, so -- ‘

MS. LEXIN: Thank you, vour Honor. Item 50 is
actually the second reading of an ordinance that was
introduced three weeks age that introduced the municipal
code changes to affect the retirement enhancements that
vou have already approved in memcrandums of
understanding with the labor organizations. 8o that
item is the second reading of that issue.
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Item 51 is the introduction of an ordinance
amending the muni code with two provisions of benefit

“"énhancements that weren't done in time for the first

reading three weeks ago. So they're being introduced
today. But in &ll cases, those are benefit enhancements
that vou approved through meet-and-confer this past
spring.

MR. INZUNZZ: Mr. Mayor, just so --

MAYOR MURPHY: Mr. Inzunza?

MR. INZUNZA: Real quick, I was in the back on
Item 117 so I wanted to register a yes vote and I'd like
to move Items 50 and 51 as well. Thank you.

MAYOR MURPHY: All right. The record will
reflect Mr. Inzunza wag -- was present on 117 and that
he will be reflected as a ves vote,

There's a motion to approve 50 and 51. We
g#till have to hear from the -~ the public testimony. Is
there a second? Ckay.

211 right. First we'll call on Diann Shipione
to speak to 50 and 51.

MS. SHIPIONE: Thank you, your Honor.

MAYOR MURPHY: How much time are you
regquesting? We have two items here. I just --

MS. SHIPIONE: Three minutes. Four minutes
{inaudible; .
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MAYOR MURPHEHY: I can give you a total of six

minutes becauss 1t's two items.
e ST TONE T THARK YU, T TRERR VST, et

Honor. Thank vou, Councilmembers. I appreciate your
taking the time to listen to me teoday. I also
appreclate your service to the community and I'd like --
I'd like you-to all know that.

My name is Diann Shipione. I live at
7701 Exchange Place in La Jolla. I've been in the
securities industry for over 15 vears. L've been a
trustee on the city's funds commission and alsc on the
City of San Diego retirement system since 1987. I'm
coming before you today because of cencerns I have on
the items related to the retirement pension plan.

Specifically these ordinances are proposing to
once again lower the city's contributions to the already
seriously underfunded pensicn plan. As you may know,
the City of San Diego's pension plan is one of the
lowest funded pension plans in the state currently. And
that funding ratio is about to drop seriously due to
market conditions, both the stock market and the bhond
markst as well as due to the impact of increased
benefits.

And my concern as a trustee is that this
gsituation, 1if the city continues to underfund its
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contributions, will lead to an astonishingly high bill
teo this pension plan in the year 2009 based upon this

T agreement; a bill that ¢ould really be sticker shock Zor

the next council. I'm assuming if you're all reelected
that most of vou would be term limited out by that
poing, but it would -- could be a bill in multiple
billions of dollars.

Tc date, it's my understanding that the city
has underfunded the pension plan to the tune of around a
hundred millicon dollars. That would be based on the
actuary's report in arrears. So I mean, it doesn't
inciude the impact of the market this year or the
increased benefits that have recently been given.

and I've stated most of these concerns in a
four-page letter which I gave to all of you. And I
think that this whole issue has come about as a result
of the negotiations that occcurred in meet-and-confer
last spring between the city and labor unions. The
retirement board was not & party to those negotiations,
but -- but apparently the benefit increases were
conditioned upon the retirement board approving this
agreement which allows the city to diminish its
contributions to the pension plan yet again.

and our actuary has made it very clear that
this is not a goed idea; that the current agreement is
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preferable; that we as trustees are responsible for
ensuring the economic security and integrity of the

Tretirement system.

And my second concern bevond the fact that the
pensicn fund is underfunded and at risk and that some
future council is going to be faced with a very large
bill -- my second concern is the process, the
methodology that was used to accomplish this agreement.
And specifically what concerns me iz that the benefit
enhancements were conditicned upon the retirement board
approving this agreement. And that's, in wmy opinion,
ethically troubling. I would go sven further. I would
highly recommend that this go before the ethics
commission and I'11l be quite frank with you. It almost
appears to be corrupt in wmy opinion.

8o having said that, I think I -- I just
basically would like the council to know my position-on
this as a trustee, that I'm deeply concernsed with the
economic stability and fiscal structure of our
retirement system. 2nd would ask you to look very
ciosely at the letter that I've given you and would ask
you to consider if you really are compelled to vote in
favor of this to at least have the ethics commission
review it prior to your voting on the moticn. Thank you
very much.
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MAYOR MURPHY: All right. We'll ask the city
manager or his representative to respond, but let me

\fif§t"éSKm1fmﬁhémbfhéf'Spéékér'::Wbthéfwéﬁéakéfé“WESh gy

e heard.
Ron Saathoff, do you wish to be heard? 2And

followed by -- Eon Saathoff representing the San Diego
Fire Fighters Local 175 and 145. ’

And Ann Smith representing the MEA. I'm sorry.

Ckay. Judy Italianc also?

FEMALE SPEAKER: {Inaudible) .

Mr. Saathoff, you're on.

ME. SAATHOFF: Thank vou, sir. Honorable
Mavyor, members of the c¢ity council --

MAYOR MURPHY: Are you -- I need to know do you
want three or six minutes on this. You (inaudible) it
is a two-item -- '

MR. SAATHOFF: Three should be adegquate. I'1l
be very brief.

Basically, yvou know, I'm in support of both
motions. They were -~ they were negotiated by variocus
bargaining groups and as part of the meet-and-confer
process this yvear. I am fortunate to have served on the
retirement board as an elected representative, oh,
probably about 17 vears now and have a long history
of -- of being a trustee and working with that board.



And I will tell you that the way the process was just

represented to yvou, in my opinion, does not state the
CEAGteEERRGELY. T T e e

ThHere was a recommendation Ly the ¢ity manager
with regard to contribution rate relief given some of
the budgetary constraints that this city faces and has
faced but more -- more importantly faces today and into
the future. The retirement board looked carefully at
that proposal, had it reviewed by our system actuary and
alsoc by our onsite fiduciary council. In both cases,
they opined that it was not prudent and that as trustees
they would not recommend that we enter intc that
agreement and we did not.

There was a substitute motion made which
actually was made by myself which put more burden upon
the city in terms of contributions and in terms of how
the entire structure of an agreement would be
forthecoming. We sent that out to fiduciary council and
to our actuary and both had opined that it was
acceptable and that they -- they supported the position.

2g far as there being a nexus between
negotiations, when that substitute motion was made and
approved by the board, the city manager's office went
out to the various unions and sald that we are not
holding up anyvthing. The agreements are good. We are
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1 going forward with the benefits. 2And I might point out

2  that the substitute motion was subject to an agreement
T3TTES T be negotiated betweeén the ¢ity and the retirement

4  board in the future. '

5 ‘So any -- any perception of a nexus, in my

& opinion, was gone at that point in time because, as I

7  gaid, the benefifs were conferred at that point. They

8 were agreed upon at that point. AaAnd the agreement that

2 we had entered into conceptually as a retirement board
10 with the manager still had yet to be negotiated and had
11 to be bought off on by our fiduciary council and by our
12 system actuary. And that agreement has since been

13 finalized and confirmed by the retirement board with the
14 Dblessing of both the actuary and the outside fiduciary
15 council.

16 So what was originally proposed ig not what was
17 done. There was a different mechanism put in place by
18 the retirement board -because the original was not

19 acceptable.
20 And I might point ocut there was an attorney,
21 Myr. Aguirre, who had threatened to sue the board had we
22 adopted the managéer's recommendations. And after the
23 substitute motion was put into effect and passed, I went
24 up to Mr. Aguirre after the -- after the discussion. I
25 said, "Mr. Aguirre, does this satisfy your concerns?
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And he gaid, "Absgsolutely.® You know, as far as I'm
concerned, we did the right thing. It's an appropriate

So I just wanted to give you a brief background
as to exactly what had occcurred with regard to the
agreement with the city on contribution rates.

and I'm here 1f you should have any gquestions
vou need answered, but other than that, thank you for
the opportunity to speak.

MAYOR MURPHY: 21l right. Ann Smith? I'm
SOrYYy.

Judy, did vou wish to be heard, too?

FEMALE SPEAKER: (Inaudible).

MAYOR MURPEY: Just put a slip in indicating
that you support this.

Okay. Ann Smith representing the Municipal
Employees Assoclation.

MS. BSMITH: Thank vyou. Ladies and gentlemen, I
apologize I 4id not wear a suit. I did net expect that
vou would he on my calendar today because this letter
that prompts our present discussion, I believe, was
presented this merning. I have not seen all of the
details of the letter, but I do understand that it
contains, as Mg. Shipione herself referenced in her
commentg, some falrly provocative language including the
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term "corruption."
And I wanted to come before you today -- I

think the last time I was here was when we had an

impasse hearing in May -- and assure you that through
the last several months, MEA has followed the progress
of all of the meetings and all of the discussions that
relate to the benefit package that we negotiated which
incliuded improvements in the retirement system.

The retiremant board in full, fair, open
discussion and debate with advice from every gualified
expert that needed tc weigh in on the subject conducted
its own discussions, evaluations, and debates at which
time Mz. Shipione made her disagreements with some of
those issues made known to her colleagues on the board.

It's my understanding that the board vote con
the memorandum and indemnification provision with the
city manager and the city was taken on Friday and
Ms. Shipione was one of two dissenting votes. aAnd the
rest of her colleagues on the board including all of the
private members of the board were in full agreement with
the proposal and were sgatisfied with the termg that had
been agreed upon. '

For our part representing city emplcoyees, those
employees have understood by virtue of all of the
endeavors and good-faith efforts that have besen made
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that we had an agreement on benefit chanéﬁs and that
those agreements have been f'nal' They are part of
ding of and that
city employees ratified. And we have many city
employees who, operating in good faith themselves, are
walting to determine the course of their own lives,
including retirement, based on those new benefits and
the promise -- and the promises that have been made up
to this point.

8¢ I think that for thig 1lth hour letter to
come to you today when these issues have been in full
play for several months and certainliy if there was going
to be this type of a serious allegation made, which I
think basically borrows the buzz words of the day and
throws them all into a letter even though I haven’'t seen
the whole contents of it -- to throw a monkey wrench
into a very good faith, honest effort that has been made
to deal with the city's financial issues and a fair new
agreement for employees I1s really a questiocnable thing
to do and -- and puts emplovees unfairly in the position
of not having any certainty in their own llves and
that's unfair to them.

2nd I would urge you not to let this kind of a
letter that is brought at the last minute under
circumstances that should be guesticned as to why these
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issues that have already been discussed by other members

of the retirement board and by MEA and all of the other

responsible people who Nave Peen involved in this
process why vou should have this at the 11lth hour.

And I urge you not to let it delay or deter you
in voting favorably on Item No. 50 and No. 51. I think
it'es the right thing to do and I've read Maddy's
iphonetic] whole book of poems and I can tell you that
he couldn't agree more with the proposition that this
has been fair. 1It's been honest and 1t should be
approved. Thank vou.

MAYOR MURPHY: 211 right. That concludes all
the speakers. Let me agk the city manager or his
representative to respond.

CITY MANAGER: Yes, Honeorable Mayor, members of
council. Let me ask Cathy Lexin to describe briefly the
process and then it might be appropriate for the city
attorney to describe the legality of that process.

Cathy Lexin?

MS. LEXIN: Thank you, Mr. Manager. Just to be
clear, the City Attorney's Office was involved
throughout this entire process as well. 2and the
agreement Ms. Shipicne refers to is Item 133 on your
congent agenda, not 50 and 51. Those are the benefit
enhancements.
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The agreement between the city and CERS was
mutually developed between outside fiduciary council

“from CERS and the City Attormey's Office. And that

agreement was approved, as others have said, on this
past Friday with conly the two dissenting votes.

In hisg 1i3-page fiduciary analysis and opinion
and conclusion, Mr. Blum reviews the four different
public meetings where thesge issues were completely
explored and discusszed in detail. and just to be very
brief, he concludes in his legal review by saying, "It
is our opinion that it is reasonable for the board to
enter into this agreement in its exercise of its
fiduciary responsibilities.®

So we absolutely agree that the action before
vou today ig within fiduciary responsibilities of the
CERS board asz well as the city council.

The ¢ity attorney Mike Rivo is here as well who
was personally involved in drafting that agreement and

- if vyou have any questions of him, he can respond toc

those.

MAYOR MURPHY: Ckay. Ms. Frye?

MS. FRYE: Just two guestions that I -- I just
would like to have clarified regarding the actuarial
valuation and the -- the amount of the retirement system
that might be currently underfunded. Is it an accurate
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1 =statement to say that it totals approximately .a hundred
2 wmillion dollars? '

3 METTLEXING I - I'"m not sure what analy

4 Ms. Shipicne‘'s referring to, if she's talking about five
5 vears ago from the contribution rate agreement the ity
6 entered inte. There was an amcunt of underfunding that
7 is gradually being increased. The agreement before you
8 today actually doubles the amount of contribution

9 increases from the previous agreement which is partly

10 why fiducilary council endorsed it in his review.

11 The retirement administrator is here who could
12 answer more detalled questions about funding of the

13 system than T can if you need that information.

14 Certainly the system’s funding is -- has turned
15 in the past two years due to primarily investment losses
16 of the system's assets, but the city's contribution

17 rates have continued to increase each year.

18 MS. FRYE: As far ag the -~ the pension plan,
19 as far as how it was being funded and the -- the -- the
20 amount that we were going to fund it, has that changed
21 from the meet-and-confer? I mean, because Mr. Saathoff
22 was talking about a substitute motion and I'm not clear
22 on what that is. That was -- is -- 1s that -- what --
24 what is that substitute motion?

MS. LEXIN: Prior to the agreement before you
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today, the city had an agreement with the retirement
board that talked about contributicn rates being below

tHe ACEUATial amount UAET1 eE LE ERE system‘s HREEEE T

dropped to a funding ratioc below 82 percent. There was
a point where the manager's office was asking the
retirement board to lower that funding ratio trigger to
75 percent.

MS. FRYE: Correct. .

ME. LEXIN: Fiduciary counsel and actuary
advice was that was probably going further than micght be
deemed reascnable. And there was an amended motion by
Mr. Saathoff to keep the 82 percent flcor before we
triggered the full actuarial contributions.

The agreement before vou today maintaing the
§2 percent, but rather than geoing to the full actuarial
rate next July, if it*s triggered this year, we will
reach the full actuarial contribution rate over a
five-year period which the fiduciary and actuary deemed
to be within the reasonable jurisdiction of the board to
determine.

MS. FRYE: And if that number -- 1f that
trigger -- because, again, this sgeems dlifferent to me
than what was originally proposed. And so what would be
the dollar amcunt that would be paid over a five-year
period if that were triggered?
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MS. LEXIN: Mr. Grissom is probably more

appropriate to respond to those. I ccould give you my
B R B B T L

_ MS. FRYE: Yeah, I don't need an exact figure,
but just so I have sgome kind of an idea because this is,
I must zay, extremely disconcerting and because there
was now a substitute moticon that has been made, you
know, on Friday and we're just learning about it --

MS. LEXIN: Well, ma’'am, let me correct that.
The substitute motion happened back in July. It was --
it was the agreement we reached with the board
immediately after meet-and-confer.

M5 . FRYE: S50 -~

CITY MANAGER: If you recall we were -- when ws
were negotiating, we came in with a proposal as
indicated by Cathy a few minutes ago that the floor
could go to the 75 percent. Basically what the
retirement board said and what the fiduciary said is
they felt that that was not necessarily reasonable. We
had to lock at an alternate approach where the
82 percent ocught to be maintained. That's what

‘Mr. Saathoff just said.

So we came back to the city council. We said
we're gonna have to put in some more money in it. It's
got to be the 82 percent and hence then we followed
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through with that. The board's just voted on the
overall plan thisg last week, but that's been in

“discussicn for the last three months.

ME. FRYE: Okay. &As I said, it -- it deces gst
confusing and one of the -- the difficult situations for
an elected official i1s when gome of these things are
done in closed sessions, it's very difficult to get a --
a contrary opinion. Plus, it's difficult tfo discuss it
because it was things that were brought forward in

closed session. 8o that -- thatis why I get a little --
CITY MANAGER: Let me say I totally agree with
you. Obviously, we received thisg letter -- I received

it about an hour ago. Had we received it last week or
so, we would have had a written reply from my staff and
the City Attorney's Office that would outline the exact
process and you'd have all that information, exactly
what happened, when it happened, and how 1t happened.

MS. FRYE: . Okay. Because, like I said, I just
feel like I don't know what I deon't know right now and
it's -- it's very disconcerting to me when ~- when these
types of issues are raised. I think they need to be
(inaudible) so I'm -- I'm just having some problems
right now.

MAYOR MURPHY: ©Okay. I see no other reguests
for guesticns. We do have a motion on the floor so I
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TUTHALTESHEIUdes the consent agendd.
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suggest we vote. (all the roll. It passes 8-1 with
District & vobting no. Okay. That was beth 50 and 51.

*® KK

(End of transcription as directed.)

I, JENELLE K. BARTEL, RPR, Certified Shorthand Reporter
For the State of California, do hereby certify:

That the videctape recording was taken down by me in machine
shorthand to the best of my ability and transcribed through
computer-aided transcription and that the foregoing is a true
record of the said videotape recording.

Dated: This day of , 20 ;
at San bDiego, California. :

JENELLE X. BARTEL, RPR
C.5.R. NO. 12687












bRk T O} ITER
AOHLRELALLAN
CORATD L wkson
SCAMI D1 wiFy
S1IANEN DOUGLLL ROYEE
Qavil » aGAsL
WeEE A Bawg
BALAG L BILEIEN
LISTETTAR ST TEEE )
s weom
BIKNIS § minahaN
dOmd B ALLPAUDY
LS F PILPALY
Lipiad | wiainftn
GICHARL § MRAD
THOMAS | ETEHmT
NEW P sdsE
SEAHT HARGABER
BAVID 3 winige
Bavin 7 fupsoh
CHARLTS { GOLOREAL
PAllCEQ mabr
WL wag] 4 Lion]
autky & DRI

J LEOTT JCHIMES
LTLC. Wl aaiowsR
Bafy b EATDN
LAGRL g ROPFE
UG L f LaNTS QN
AWQRIW D BRODTL
Aty 2 DatuDu
HOUM B 1OLCARD
st 1 STEEE

Oavid ¥ CALTLETL -

180T A, CaEsravEr
CHARLEZ U milhaN
AHOHD S [ CRARDAYL
INGA R AEER
HiFRiTe waaxn
LRI A URLER
[TICI LT
LeVTE ERALOH EEd
RGHERT IRGLIMI L TRATIDL
HAUTHEW L wawDAg?
SESLAR O AAZEH
FLITIRI T 8 gmalipy
IION L HELEEL
TOREFN S, BAR LT
ARsOL L REFREL
o g, puelts

oF cOuMAES)

VISHR 4 PRAMLAN
Lins PArSE g0 1£07
LOKCY & Leind 1AL

G SHK 1L
GREGONT & 1LGu
HLWARD | BaRimRST B
JOHN I BARAT

PAGLETED ik HEW JERSET OMLE

werw zemy.gem treo BYMPHOMY T owess
Srg.885.300 150 B SERLET
519.8B5.1100 14k SAN DHICO, CALIFORNIA prro)

RECINALD A. VITEX, £56.

vitekPsemv.com

SELTIER]CAPLAN [MoMANDH]VITER  2yennen

ALAW COAPQAATION Bry.301. 6204 rax

March 5, 2603
VIA HAND DELIVERY

Sheila Leone, Esq.

San Diego City Employees’
Retirement System

410 B Street, Sujte 400

San Diege, CA 92101

Re:  SanDiego City Employees’ Retirement System, et al. adv. James F.
Gleason, et al. - Initial Litigation Evaluation and Recommendations
San Diego Superior Court Case No. GIC 803779
Gur Fiie No. 7835.568570

Dear Sheila:

We have now had an opportunity to conduct an initial review and evaijuation of
certain documents pertaining to actions taken by the San Diege City Imployees’
Retirement System (“SDCERS™), by and through its individual board members
(“the Individual Defendamis™) which serve as the factua) foundation of the Gleason
litigation. The categories of documents we have reviewed include:

@)
&)

©)

()

(&)

0

The Gleason complainz;

Comrespondence to and from SDCERS’ fiduciary counse! regarding the
1996 City Manager's Retirement Proposal (“the ‘96 Agresment™);

Memoranda from the City of San Diego City Manager’s Office regarding
the ‘96 Agreement,

Memorandu from the Cily Marger's Office régurding the City Manzger's
May 2002 contribution reduction propesal (“the '02 Proposal™);

Draft and final correspendence, and presentation malerials, from SDCERS’
fiduciary counsel regarding the 02 Proposal;

SDCERS 3taff Report regarding the '02 Proposal;

SDC076684
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(8)  Correspondence and presentation materials prepared by SDCERS’ actuary
regarding the "02 Proposal;

(h) Minutes of the SDCERS Board of Directors meetings on Septembeér
20, 2002, and November 15, 2002; '

(1 Transcripts of the SDCERS Board of Directors meetings on June 21, 2002,
July 11, 2002, and November 15, 2002;

) Agreement dated November 18, 2002, regerding Emplover Contributions
between the City of San Diego and SDCERS, including related resolutions
regerding defensc and indemnity of the Individual Defendants;

{k) Draft Teport on the Mayor’s Blue Ribbon Committes on City Finances,
dated January 13, 2003, Including SDCERS staff response, and final version
of “Blue Ribbon Committee” report, dated February 11, 2003, :

We have also interviewed SDCERS’ actuary, Rick Roeder, and spoken briefly with
its fiduciary counsel, Bob Blum, Esq. We will meet with Mr. Blum to discuss his
knowledge of the facts involved in this case on March 3, 2003. Finally, we have
performed preliminary legal research to familiarize ourselves with the law
governing SDCERS’ rights, duties and obligations regarding the conduct at issue in
the Gleason litigation,

Based on the foregoing sources of information, as well as our informal discussions
with SDCERS staff, this letter wil provide you with our initial analysis and
recommendations regarding the defense of SDCERS in the Gleason litigation. As
you know, our engagement is limited to representation of SDCERS, and does not
include eny of its board members, whether such board members are among the
class of Individual Defendants or not. Moreover, our analysis, conchusions and
recomunendations are made exclusively from our perspective as litigation counsel.
While we understand the Gleason litigation implicates highly politicized issues, our
analysis does not take such factors into account, and instead focuses solely on what
we believe is the litigation strategy mostly likely to achieve the best possible result
Tor SDCERS. o :

SDC076685
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Summuary of Copclusions and Recormmendations

Our conciusions and recommendations, as set forth in detail in this letter, are:

1.

o]

The Individual Defendants breached their fiduciary duty by adopting the
"02 Proposal in its medified form because it resulted in 2 lower contribution
obligaticn by the City, as well as an increase in vested liabilities, without
any basis for accepting the City’s contention that it would meet its increased
contribution obligations in the final years covered by the *02 Proposal. 1t is
unclear whether plaintiffs are asserting a breach of fiduciary duty by
SDCERS, as contrasted with 1ts Board,

The Individual Defendants subordinated SDCERS? interests to the inlerests
of themselves, their unions, and the City.

SDCERS Staff should recommend to the Board that it exercise its right
under the November 18, 2002 Agreement to “nullify this Agreement to the
extent required by its duties established under the California

Constitution, ..

Notwithstanding the foregoing conclusioné, SDCERS may be immune from
liability for the acts alleged in the complaint under Government Cods
section 815.2. Depending on the strategy adopted after discussion between

. SDCERS and its litigation counsel, the initial responsive pleading may be a

demurrer to the Complaim seeking dismissal of the action egainst SDCERS
on the grounds it is immune from liability,

In the event it is neccssary 1o answer the Complamt in the Gleason
litigation, SDCERS should consider filing 2 cross-complaints against the
City of San Diego and the labor unions whose leadership veted for the "02
Proposal, alleging a conspiracy between the City and Unions to cause the
Board members to breach their fiduciary duties to SDCERS’ members and

their beneuczanes

SDCERS should adopt a litigation strategy in the Gleason litigation
designed to cause the City to honor its contnbution obligations under the

96 Agreement,

SDC078686
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Sumﬁmry and Analysis of the Facts

3. The 96 Agreement.

In or about June 1996, the City Manager proposed an “Employer Contribution Rate
Stabilization Plan,” under which contribution rates would be calculated using the
.projected unit credit (PUC) actuarial method, with specified contribution rates in
the ensuing two fiscal years of 7.08% and 7.33%. Thereafter, the contribution rate
- would increase by 0.50% each year until the coniribution rate reached the rate
calculated on the basis of the entry age normal (EAN) actuarial method,
Significantly, the City Manager's proposal specified:

“In the event that the funded ratic of the Systern falls to a level
10% below the funded ratio calculated &t the June 30, 1996

actuarial valuation...the City-paid rate will be increased on Juiy 1

of the year following the date of the actuasial valuvation in which

the shortfall in funded ratio is calculated. The increase in the City-

paid rate will be the amount determined by the actuary necessary

to restore a funded ratio no more than the level that is 10% below

the funded ratio calculated at the June 30, 1996 actuarial

valuation.”

The City Manager's staled reason for presenting the “Rate Stabilization Plan” was
the unanticipated fluctuations in the Emplover’s Contribution Rate under the
projected unit credit actuarial method adopted by the City in 1992. Thus, all parties
knew the City Manager's proposal was intended to effect changes to the retirement
system for the benefit of the Cuy

The question of whether the Board would be discharging its fiduciary duties in
adopting the *%6 Agreement was submitted to fiduciary counse! for an opinicn.
Counsel noted that nothing in the proposal “changes the Board’s discretion 1o
adjust the actuarial assumptions on which the System is based as needed in order to
insure the long tenn funding integrity of the System.” Counsel concluded:

“Provided the City-paid rate in the [Plan] is not less than an
amount substantially equal 1o that required of employees for
normal retirement allowances as certified by the actuary, the Board -
will be acting within the discretion granted to the Board to

SDCO76887



SELTZER|CAPLAR|M cManON]YiTES

Sheila Leone, Esq.

Our File No. 7835.56570
Mazch 5, 2003

Page 5

administer the System and discharging its fiduciary duties set forth
i Article XVI, Sec. 17 of the California Constitution.”

In response to questions from members of the Board, fiduciary counsel issued a
second opinion addressing the System's duties under Claypoo! v. Wilson (1992) 4
CalApp.4® 646, and related cases, ie ensure that the modification of vested
pension rghts which would result from adoption of the City Manager’s propossl
were “offset” by an “increase in benefits and other advantages granted to the
beneficiaries” of the System. Counsel noted that other aspects of the City
Manager's proposal conferred increased benefits on the System’s members. This,
combined with the conclusion that “stabilization of employer contribution rates is
directly related to the functioning and integrity of the system; led coumsel to
conclude the Board was acting in @ manner consistent with its dutics under
Claypool.

In its second opinion letter, fiduciary counse] addressed two additional issues rajsed
by Board members, whick remain relevant to the current Iiigation. First, counsel

noted the Board is held 1o the standard of professional bankers and bank investmerit

advisors, and therefore has “a duty to determine the financial viability of the City
before it approves contribution payments at a level less than that recomuynended by
the actuary.” Failure to carry out this duty, counsel noted, would be a breach of
fiduciary duty. After reviewing the available information, counsel concluded a
process existed through which the Board could satisfy itseif of the City's financial
viability.

Next, counsel noted that, because “the Roard has no authorty to determine benefits
or to make benefit changes,” it “should not engage in negotiations for benefit
changes or increases,” Nonethelsss, certain Board members inguired as t¢ whether
the “real conflict” presented by Board members voting on proposals which would
confer financial benefits on themselves would prevent those Board memibers from
voung on the proposal. Fiduciary counsel noted that the City Manager’s proposal
made adoption of increased benefits contingent on approval of reduction of the
City’s funding obligation. However, counsel noted the drafters of the City Charter
through which SDCERS was established “were aware of possible conflicts of
interest inherent in the appointment of those [financially inmterestéd) members of the
Board™ Under these circumstances, counsel opined, the “bare potential for a
condlict of interest does not categorically bar 2 fiduciary from functioning as a
trustee.” On this basis, counse! concluded:

SDC0766883
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It s our opinion that those Board members who voted in favor

of the proposal solely in the intcrest of, and for the exclusive
purposes  of providing benefits to participants and  their
beneficiaries, minimizing employer contributions thereto, and
defraying reasonable expenses of administering the system, did not
have a conflict of interest sufficient io bar him or her fom
functioning as a trustee.”

According to Mr, Roeder, the performance of relevant financial markets during the
1996 through 2000 time frame caused the funding ratio to far exceed the “trigger”
established by adoption of the '96 Agreement. Mr. Roeder noted it was generally
accepted that the funding ratio trigger was §2.3%, but beceuse the funding ratio
never approached that Jevel, certain potential ambiguities in the ’95 Agreement
were never resolved.

C. The 2002 City Managexf’s Proposal.

On June 10, 2002, the City Manager, on behaif of the Mayor and City Council,
requested that SDCERS approve an amendment o the *96 Agreement as follows:

“The floor for the actuaria) funded ratic of SDCERS will be
established at 75%.

The City will pay contributions at the ‘agreed to” rates for FY95
through FY07 as contained in the Manager's Proposal. If the
actuarial funded ratio fails below the floor in any year, the City
will increase its contribution rate on July I of the following year
by an amount equal to one-fifth of the amount necessary o reach
the full actuarial rate. The City will pay this increased amount for
cach of the subsequent for years in order to achieve the full
actuarial rate over a five year period.”

The City Manager identified as the basis for the proposed amendment several
“unprecedented events” during the preceding two years, including 9/11, “the
collapse of the dot com industry,” the “overall fall in the investment market,” the
“specific loss of revenues in the San Diego economy, and the anlicipated raid on
local revenues by the State of California.”” : ‘

SDC076689
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During the following week, SDCERS requested an opinion from is current
fiduciary counsel, Bob Blum, Esq., as to whether adoption of the City Manager’s
_ proposal was consisient with the Boeard's fiduciary duties. In an unsigned drafi

opinion lener daied June 12, 2002, Mr. Blum summarized the circumstances which
fed to the City Manager’s proposal, including: the total of contributions by the City
and members to SDCERS was insufficient to cover the normal cost and interest on
past service cost computed al the actuarial funding rate; from July 1996 to June
2002, the difference between actual City contributions and aciuarially calculated
contributions lotaled approximately $90 million; and, “it 1s estimated that as of
June 30, 2002, SDCERS funding ratic will be close to §2.3%."

Mr. Blum noted that since the '96 Agreement was executed, the law goveming
employees’ | interests. in their retirement system had been “substantially
strengthened,” thus limiting the ability of employers to alter contribution
obligations in & manner that affected vesied benefits. Moreover, Mr. Blum noted
that the ability to “mitigate” funding reductions through provision of “comperable
new benefits’ was “not governing with respect to the Board’s responsibilify o act
prudently. If it were goveming then each time thal employer persuaded a Board to
reduce contributions, it could avoid challenges by increasing benefits. That would
not pass elementary actvarial requircments.” Significantly, Mr. Blum noted that
‘one of the questions left unanswered by the City Manager's propesal was the
means by which the City would fund its contribution obligation under the proposed
modification to the "98 Agresment.

After rore than 2 dozen pages of analysis, counsel concluded:

“Under the facts as we understand them, and for the reasons
discussed above, if is our opinion thar there is a material risk that
if the Board were 1o agree 10 the proposed amendment 1o the
Manager's Proposal in its current form, and if this decision were
challenged in court, a court would hold that the decision was not a
proper exercise of the Board's fiduciary responsibilities based
upun the facts before the Bourd and the actuuries [sic] opinion to
the contrary. A court would look at whether the Board had
substantial evidence to support the propriety of its actions and
here is a material risk that a court would find such evidence
lacking.” (Emphasis added.) :

SDC0766%0
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Also on June 12, 20662, SDCERS” actuary, Rick Roeder, made & presentation to the
Board which was highly critical of the "02 Proposal. Among the most important
points Mr. Roeder made were the fundamental inconsistency, ffom SDCERS’ point
of view, between the “enhanced benefits” aspect of the proposal, and the
“contribution relief” aspect of the proposal. Mr. Roeder also laid cut the following
facts, which he felt were relevant to the Board’s decision:

{a) SDCERS’ role should be largely independent of the szning of
existing or potential benefit levels;

(b) Existing benefits for City emploj,fees were not below average
compared to other state and pational public systems;

(¢) SDCERS is one of the few retirement systems to use PUC
funding, and on that basis has one of the lowest funded ratios in
California; moreover the existing funded ratio is at jts lowest point
sinze the 1980°s; and

(d) The gap between the computed ‘PUC actuarial rate and the
city contribution rate has been increasing since implernentation of
the "96 proposal.

Mz, Roeder alse noted several mitigating factors, Foremost among them, it
appears, was that SDCERS would “be able to make benefit payments over the next
10-15 years regardless of the decision made to grant potential additional funding

relief.”

In his preseptation to the Board, Mr Roeder stated, “What the City proposes 13
outside the norm for generally accepted actuarial funded policies,” a circumstance
which he felt “place[d} an added burden in cur view as trusiees 1o exercise our
fiduciary responsibility appropriately.” Mr. Roeder stated that if the Board was
“willing to accept this version of the manager's proposal, 1 want everyone here to
be totally cognizant of the fact that the way I understand the current version is it
will [be] possible for the funded ratio to go below 75 percent and possibly
significantly below.” Finally, Mr. Roeder made clear he was more comfortabie
with the initial manager’s proposal because of the “nard floor” of £2.3%

Transcripts of the June 2002 hearing indicate a difference of opinion existed among

both Board members and Staff regarding the proper interpretation of the °96
Aoreement’s “catch-up” provisions; particularly, whether the entire underfunded

SBC075691
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amount came due in the immediately following year, or whether some longer term
applied. Mr. Blum, along with Mr. Roeder, noted that under reasonably anticipated
circumstances, a one-year catch-up provision would require the City to contiibute
approximately $75 million in FY03, if the funded ratio fell below 82.3%, as it was
expected 1o do.

On June 18, 2002, the City Manager issued 2 memorandum to SDCERS purporting
1o respond to concerns raised by Mr. Blum in his June 12 dnaft correspondence.
There appears to have been no attempt to respond to Mr. Reeder’s concems as
expressed in his presentation. Significantly, despite Mr. Roeder’s concerns over

- “dropping the hard floor” from 82.3% to 75%, the City Manager’s memorandum
left that provision unchanged. Additionally, the City Manager responded to Mr,
Blum’s concern regarding “funding status and anticipated eamings™ over the later
stages of the '02 Proposal’s life by stating:

“This is a very broad question which includes the work initjated by
the Mayor’s Biue Ribbon Committee on City Finances, the
SDCERS subcommittes on swplus eamings and centingent
benelits, and the need to develop a jong term funding policy. Tt is
recomumended that 2 plan and schedule be developed to compleie
this policy work.” :

The only substantive modification to the original proposal was an increase in the
City’s “agreed contribution rate” from 0.50% to 1.00% effective July i, 2004. This
proposal 1s, at the very least, puzzling in light of the City Manager’s non-response
to Mr. Blum’s questions concerning financing, and the City’s  purported
justification for sesking contribution reduction in the first place, Le., that it .
expected the State to “raid” City revenue sources beginning in 2004, thus
warsening its shori-term financial outlook, :

On July 3, 2002, the City Manager provided SDCERS with another memorandum
“clarifying” the terms of the proposal, as well as responding to concerns by Board
members. Significantly, the City Manager’s “clarification” made clear that the City
frad agreed to increased benefits for its employees during labor negotiations,
“contingent” upon SDCERS accepting a reduction of its contribution obligation;
yet in response 10 a Board member’s question as to why SDCERS was placed in the
raiddle of labor negotiations, the City Manager denied such a thing had ocgurred.
Also significant was the City Manager's response to the Board's question of “why

SDC076692
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we should assume the City will find it easier to pay much higher pension costs in
the future:” '

“It will not be easier nor desirous, just necessary.”

No further information was provided as to how the City would meet the
conlribution obligation outlined in its proposal.

On July 11, 2002 another Board meeting was held at which SDCERS' fduczary
counse] prov;dcd an analysis of the effect of the “changes” the City offered in an
effort to gain acceptance of the ‘02 Proposal. Mr. Roeder made clear at the July 1}
meeting that the §2.3% trigger would be hit in June 2003. Thereafier, the Board
devoted its discussion to the difference in funding obligations betwesn competing
interpretations of the ‘96 Agreement and the ‘02 Proposal. After lengthy and’
detailed discussions, Mr. Szathoff proposed that the 75% trigger in the *02 Proposal
be replaced with the existing 82.3% trigger. Additionally, the modified proposal
would incorporate’ the provision in the original ‘02 Proposal giving, the City five
years after the trigger was hit to “reach the full actuarial rate.”

In the final minutes of what was a very long meeting, before’a vote was taken, the
Board asked both Mr. Reeder and Mr. Blum whether adopting the proposal was “a
prudent exercise of our responsibility.” Mr. Roeder appears to have responded that
* the final version of the proposal fell somewhere between the ‘96 Agreement and
the original “02 Proposal. Mr. Blum stated it was difficult to give “an on-the-fly
opinion,” before concluding:

“I can tell you it's a lot easier 1 give an opinion that you would
not be at matenal rsk. Ixactly how far that opinion can go,
exactly what the words are, that's a little difficult 10 tell you
because we don'thave the facts.”

A votg was, taken immediately thereafter, in which the modlﬁed 02 proposal
passed & to 2, with one abstention.

On November 5, 2002, Mr. Roeder provided certain written “statements in regard

to the amendment to the Manager's Propesal.” From the perspective of the cunen‘s
litigation, the most significant statements Mr. Roeder made were:

SDC076693
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“(e) Itis likely that the 82.3% trigger point will be hit by June 30, 2003,..."

“{d) The higher the City's contribution levels, the better the
funding status of SDCERS...” .

“(g) From a pure actuarial viewpoint, it would be best io hold the
City to the existing Manager's Proposal and the $2.3% trigger
(particularly if one of the two ‘'high contribution rate’
interpretations of the effects of hitting the trigger were to prevail).”

Mr. Roeder’s letter did not include any statement to the effect that adoption of the
modified ‘02 Proposal conformed to generally accepted actuarial principles, or that
it was a prudent exercise of the Board's fiduciary responsibility,

On November 15, 2002, Mr. Blum reported 1o the Board on the resulis of his
negotiation with City representatives on the provisions of the Memorandum of
Understending that set forth the final terms of the modified ‘02 Proposal. The
Board discussion centered on assumptions underlying the exemnplar calculations in
the Memorandum of Understanding. Additionally, the first mention was made of
“inderrmification” of the Board by the City from unspecified consequericss of
adopting the modified '02 Proposal. Trapseripts of the hearing indicate the
discussion became extremely contentious and acoimonious. It appears from both
the minutes and transeript that the Board conchuded Mr. Bium essentially supported
adoption of the MOU because the Board had engaged in prolonged and difficult
evaluation of the proposal before adopting it. However, al least one Board member
acknowledged that Mr. Roeder was “hesitant” to endorse the proposal. Mr. Roeder
confirmed this interpretation of his feelings, stating that he felt it was
“inappropriate” and placed the Board in “a no-win situation” of evaluating a
‘contribution relief proposal that was linked to enhanced benefits for members.
Nonetheless, the Board voted to adopt the MOU. '

On November 18, 2002, Mr. Blum provided SDCERS with a signed opinien letter,
containing an extensive, albeit retrospective, summary and analysis of the Board's
decision to approve the modified ‘02 Proposal. Mr. Blum summarized the Board’s
decision as follows:

“In essence, the Board decided to trade potential controversy over

the meaning of the current Manager’s Proposal and the possibility
of receiving substantially higher contributions from the City if the

SDCO76694



SELTZERICAPUAN M oMARDN [ ViTER

Sheila Leone, Esa.

Our File No. 7835.356570
March 3, 2003

Page 12

§2.3% tngger is met in exchange for materially higher
contributions if the trigger is not hit, lower contributions in the first
five years if the trigger is hit, a date cerlain when the full PUC rate
is contributed, and agreement on rapid movement to EAN starting
a! the end of the wransition period.” '

Despite Mr. Roeder’s multipte criticisms of the *02 Proposal (see page 11), Mr.
Blumt's only mention of Mr. Roeder’s analysiy wes thal the “transiton penod of
moving the City to full PUC rates and then to EAN rates is reasonable based on the

terms of the Agreement.” Mr. Blum's reference to this Hmited aspect of Mr.

Roeder’s overall conclusion is puzzling, since Mr. Roeder expiicitly stated that
“from a purely actuarial viewpoint,” he preferred there be no transition period.

On November 18, 2002, SDCERS exccuted the Agreement adopting the modified
‘02 Proposal.  Significantly, the recitals included a statement that SDCERS
recognized that “under current fiscal circumstances, undue hardship would be
imposed on the City if the Board were to require that the City immediately increase
its contributions to the full projected unit credit rate calculated by SDCERS®
actuary.” Also significant was & previously littie-discussed provision allowing the
~ Board 10 “nullify this Agreement to the extent required by its duties established
under the California Constitution and no one shall have amy liability for losses or
costs on account of such action.”

On the same date, SDCERS and the City executed an indemnity agreement, which
provided “the City shall defend, indernnify and hold harmless al] past, present and
future members of the Retirement Board apainst all expenses, judgments,
settlements, liability and other amounts acteally and reasonably incurred by them in
connection with any claim or lawsuit arising from any act or omission in the scope
of the performance of their duties as Board Members under the Charter.”
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Summary of the Litigation

D, The Compiaint.

The Gleason hitigation was filed by attorney Michael Conger on January 16, 2003,
Plaintiffs are by two retired San Diege City employees, pwportedly acting on
behalf of an alleged class of similarly situated retired San Diego City employees.
Defendants are the City of San Diego, SDCERS, and certain members of the Board
of SDCERS, including Frederick Plerce, ['V, John Torres, John Casey, David Crow,
Mary Vattimo, Ron Saathoff, Terri Webster, Sharon Wilkinson, Dick Vortmann,
and Ray Gamica {coliectively: “the Individual Defendants™).

The lawsuit alleges the City of San Disgo violated certain sections of its Charter, as
well as relaied sections of the City of San Diego Municipal Code, by failing and
refusing to contribute actuarially appropriate amounts to SDCERS. Specifically,
the lawsuit alleges “[t]he funding method adopted by CERS [sic] and the individual
defendants 35 not one of the six approved funding methods permiticd under the
rules set forth by the Governmental Accounting Standards Board.” The allegations
focus primarily on the City’s alleged violation of the cited provisions of its Charter
znd Municipal Code by failing 1o contibute funds to SDCERS accerding to the
terms of the 96 Agrecment, and thereafter obtaining a greater reduction of its
confribution obligation through the adoption of the "02 Proposal.

The tawsuit seeks declaratory relief in the form of a judgment that the City violated
the terms of its Charter and relevant provisions of its Municipal Code, and that
. SDCERS’ Board and the Individual Defendants breached fiduciary duties owed to
the plaintiff class. The lawsuit also seeks restitution from the City of San Diego of
al] amounts owed to SDCERS as a result of past violations (an amount estimated in
the hundreds of millions of dollars), injunctive relief prohibiting further unlawiul
underfunding, money damages for retirement benefits which would have been paid
to the purported plaintiff class but for the alleged violations, money damages from

the Individual Defendanis for damages proximately caused by their alleged breach

of fiduciary duty, and removal of the Individual Defendants from the Board of
SDCERS. :

E. SDCERS Proposed Response to the Complaint.

The complaint makes clear that both the Individual Defendants, as members of the
SDCERS Board, acted in their official capacity when they entered into the
Agreement which is the subject of the Gleason litigation. For this reason, we think
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that both the Individual Defendants, and SDCERS, may be immune from {ability
for the conduct at issue in the complaint, pursuant to Government Code sections
£20.2, 821, and 815.2, respectively. We are presently researching whether any
exceplions exist io these Immunity statutes based on the nature of the alleged
misconduct. If no such exceptions exist, it may be appropriate to demur to the
complaint.

Before making this decision, however, consideration should be given to whether it
is in SDCERS’ best interests to extricate itself from the litigation at this early stage.
While this may seem on its face to be counterintuitive, the underlying reasoning is
as follows.  The plaintiffs’ objective is primarily to obtain funds fom the City,
both in the form of past contributions which were “wrongfully withheld,” and
increased future contributions. To the extent the complaint could achieve this form
of relief, SDCERS would bepefit. 1f SDCERS were 1o extricate itself from the
litigation at the pleading stage, it would lose its status as a party, and jts ability to
affect the outcome of the litigation, which likely will be accomplished through the
mediation process. Of course, the litigation would proceed against the City;
therefore, the potential benefit to SDCERS from a2 judgment in favor of the
plaintiffs would not disappear should SDCERS successfully demur to the
complaint. Nonetheless, as you are aware, not being present at the “mediation
table” with the City can have serious adverse consequences for SDCERS,

By electing not to demur to the complaint, SDCERS would not lose its ability to
raise the immunity statutes as a defense. Such statutes can be pleaded as
affirmative defenses in an answer, and thereafter be used as the basis for a motion

for summary judgment which could be filed in the event early mediation proved’

unsuccessful. We intend to discuss this strategic decisicn with you in forther detail
once you have had an opportunity 1o review this letter,

F.  Post-Demurrer Litigation Analysis

While we believe a reasonable probability exists that T_His marter could be dismissed

as to SDCERS at the pleading or sumunary judgment stage, it nonstheless is

necessary to advise you of our opinions as they relate to issues likely to arise in the
post-pleading phase, should the case advance that far.

in the event the Court concludes SDCERS is not immune from liability, it will be
necessary to answer the complaint and proceed with discovery. Al the time the
answer {s filed, however, consideration should be given to filing a cross-complaint
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alleging conspiracy between the City and Unions to cause SDCERS’ Board
members to breach their fiduciary duties to its members and their beneficiaries.
While this may seem antithetical to SDCERS’ custom and practice in its dealings
with the City, it highlights the significently different circumstances forced on
SDCERS by the filing of the Gleason litigation. '

As we advised in the preceding section, SDCERS' interests arguably are aligned
with plaintiffs’ interests, at least to the extent that increased confributions by the
City would benefit SDCERS, However, although SDCERS' interests are aligned
with plaintiffs’, its starus as a defendant does net allow it 1o control the manner in
which claims for such relief are prosecuted. For example, plaintiff counsel could
setile with the City on the hasis of jli-defined promises of future remedial action,
combined with a large amount of atiorney’s fees for procuring such “relief.” Under
such circumstances, SDCERS wonld gain none of the advantage from the [itigation '
to which it is arguably entitied. Filing a cross-complaint would confer standing on
SDCERS to control the manner in which relief is sought, and potentially granted,
‘rather than relying on plaintiffs to obtala all appropriate relief.

A cross-complaint against the City and Unions would be based on information that
indicates certain union representatives obtained benefits for themselves and co-
members of their union as part of the negotiation process over adopticn of the
modified "02 Manager’s Proposal. 1f proven, this would support the conclusion
that these individuals breached their fiduciary duty to SDCERS by approving 2
pian which inchided enhanced short-term henefits for themselves, while at the same
time allowing the City to reduce its contribution to SDCERS.

Our recommendation in this regard also results in part from our conclusion that
SDCERS Roard members breached their fiduciary duty by executing the
Novernber 18, 2002 Agreement, As you are well aware, the California Constitution
requires SDCERS Board members must discharge their duties for the exclusive
purpose of providing benefits to participants and their bencficiarics, while also
minimizing employer contributions and defreying reasonable’ expenses of
administering the sysiem. However, where these obj ectives conflict, the duty 10
participants and beneficiaries takes precedence over any other duty. Based on our
analysis of the available information, we believe a trier of fact would conclude that
the only party to the November 18 Agreement that obtained any benefit therefrom
was the City, in the form of long-term contribution relief. All available actuarial
analyses show SDCERS will receive substantially less money under any version of
the '02 Manager's Proposal, when compared to the 96 proposal. Parenthetically,
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we believe the justification for adopting the 02 Proposal based on avoiding

“uncertainty” over the terms of the *96 Agreement is insufficient 1o justify adoptlon
- of the "02 Proposal. Regardless of which interpretation was applied 10 the '95
Agreement, if SDCERS stood to gain between $25 and $75 million based on what
its actuary and fiduciary thought was a reasonable interpretation of the '96
Agreement, it is difficult to accept the proposition that an “advantage” was gained
by agreeing te a proposal that not only abandoned the arguable right to 2 $25 t0 $75
million contribution, but locked in a significant reduction in contributions over the
following § years.

In-addition to agreeing to o reduction in the City’s contributions, SDCERS Roard
members accepted the November 1§ agreement knowing its acceptance was a
- prerequisite to the City’s agreement to pay increased benefits to certain of its
unions. Thus, the Board agreed to a proposal that not only increased the vested
- benefits for which it was or would become lisble, but at the same time impaired
SDCERS ability to meet those obligations by accepting a reduced contribution

obligation by the City.

Further on this issue, there appears 1o have been only limited inguiry into the means
by which the City wounld ramp up its contributions over the term of the
November 18 Agreement to meet the “agreed” contribution rate by 2009. The
record shows the City sought contribution relief because of the near-certainty that
the 82.3% funding ratio trigger would be hit by June 2003. Moreover, the City’
provided further justification for the requested contribution relief in the form of

" staternents 10 the effect that its revenue in 2004 would be even less than in 2003, by
virtue of the State “raiding” the City’s revenue sources to pay for its own budget
deficit, As SDCERS’ fiduciary advised it when the '06 Agreemeat was adopted,
the Board members are held to the standard of a profcssxona! banker, and must
evaluate the financial condition of the City, before agreeing to grant it what
amounts to debi reliefl Yet here, the City offered no information to support its
contention that it would somehow be able to contribute more to SDCERS between
2005 and 2009 than it ever had in the past, and thus reach the actuarially calculated .
contribution rate by 2002,

We anticipate that regardless of whether SDCERS prevails at the pleading or
dispositive motion stage, and thus is no longer a party to the litigation, the
foregoing facts nonetheless will come out in discovery., Qur review of the rzcord
leads us to conclude little, if any, evidence exists that Mr. Roeder provided the
necessary aciuarial suppont for the Board’s adoplion of the '02 Proposal, Qur
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interview with Mr, Roeder confirmed this conclusion. We anticipate that when
plaintiffs depose Mr. Roeder, he will testify that the November 18 Agresment was
not based on actuarizily sound conclusions, and that it will result in substantially
lower contributions by the City to SDCERS than would have resuited had the *96
Agreement remained effective,

We have not vet had an opportunity to interview Mr. Blum and Ms. Hiati.
Therefore, we have not been able to ascertain what substantive changes to the
initial *02 Proposal convinced them to change their draft opinion, which stated
adoption of the '02 Proposal would be a breach of SDCERS Board members'
fiduciary duty, to their November 18 opinion, which appears to support the Board’s
decision. The absence of olear and specific facts supporting this tirnabout leads us
to conclude Mr. Blum's final opinion letter may be insufficient 1o protect SDCERS
Board members from & finding that they breached their fiduciary duty.

Conclusion and Recommendations

The record we have reviewed clearly shows SDCERS was backed into a corner by
the City, which agreed to provide enhanced benefits 10 its union members, and
thereafter sought to “pay” for these benefits through reduction of its contributions
to SDCERS. The City's ephanced benefils proposal to its unions was expressly
contingent on SDCERS agreement to reduction in the City’s contnbutions. In
R et - T et T .
essence, the City and unions forcec SDCERS inw precisely the circumstance its
fiduciary counsel and actuary considered highly improper: inking  benefit
enhancement with contrbution relief. Furthermore, the inherent and recognized
conflici under which ceriain SIGERS Board members operate appears to have
been exacerbated by the inclusion of additional benefizs for those Board members

during the negotiation process.

To avoid & continuation of this inherent conflict during owr representation of
SIDCERS in the Gleason litigation, we recommend SDCERS form a litigation
commmnittee 1o direct its defense of this litigation. Our review of SDCERS® Charter
indicates it cannot act without a quorum of its Board, In light of the fact the
majority of its Board are Individual Defendants, and are separately represenied, the
composition of the litigation committee is a difficult question, and lacks clear
precedent. MNonetheiess, we believe the committee should be comprised of the
Board president, at Jeast one senjor Staff member and Staff counsel, and Board
members whe have the fewest possible ties-to either the City or the unions. This
would allow a relatively ‘“disinterested” litigation comumittee to make
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recommendations to the Board on important decisions to be made in defending
against the Gleason litigation. In this manner, the influence of “interested” (and
potentially conflicted) parties would be at least minimized, thus increasing
SDCERS' ability to defend this action in a monner consistent with its
Constitutional mandate.

If the “litigation committee” format proves unworkable, SDCERS may be able to
adopl 2 course of action similar to that used by corporations defending against
derivative lawsuits in which 2 quorum of disinterested directors cannot be

assembled. In such circumstances, the corporation will sometimes hire a “litgation
representative’” whom it empowers fo act on its behalf In directing and controlling
the litigation. 'We have not yet researched whether SDCERS' rules of govemance
weuld permit it to designale an independent third party as its litigation
represemative in this action, but would be happy 1o do so if you so choese.
Potential candidates for such a position would inchude retired judges such as Hon,
Lawrence Irving, or Hon, Howard Wiener, or other individuals with an outstanding
reputation for ethical conduct and business judgmeni.

In light of our conclusion that SDCERS Board members breached their fiduciary
duty to its members and their beneficlades by executing the November 18
Agreement, we believe it should adopt a litigation strategy designed to cblain an
increased contribution obligation from the City. The first step in this process
would be to exercise its right under the November 18 Agreement to “nullify” the
Agreement. Thersafter, SDDCERS should work with its actuary to produce a
defined contribution schedule which meets SDCERS’ obligations to its members
and their beneficiaries in & manner consistent with other public agencies in this
State. This actuatial calculation should then be used as the basis to obtain 2 new
contribution agreement from the City in the context of mediation proceedings in

this litigation.

We believe mediation is appropriate in this maiter both because it would avoid a
finding that SDCERS Board members breached their fiduciary duty to its members,
as well as because we believe this will not be the Jast lawsuit Mr. Conger filesas a
result of the November 18 Agreement. As members of Staff have made clear to us,
SDCERS has sufficient funds to meet its current obligations 1o the class of retirees.
What Mr. Conger appears to not et appreciate is that the November 18 Agreement
compromised the interests of fuure SDCERS members much more than these of
existing members. That is, from Mr. Conger’s perspective, he has the “right”
lawsuit, but the wrong plaintiff class. We suspect this fact will not be lost on Mr.
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Conger forever. In the meantime, the defendants enjoy a small strategic adventage
in developing a strategy that would eliminate the potential for 2 second Jawsujl on
these facts while plainiiff counsel remains apparently unaware of the possibility of
such a lawsuit. Developing a litigation strategy, as outlined above, that incentivizes
the City to cooperate in reaching that geal is therefore of paramount importance.

As everyone is well aware, this is an extremely complicated matter, with
ramifications reaching far beyond the limited scope of the Gleason litigation itself,
We recognize that our analysis and recommendations may be Inconsistent with
SDCERS’ political objectives, and we cannot offer any guidance. on how to
reconcile the two. MNonetheless, having been forced into litigation over what was
originally a political and legislative issue, SDCERS must now formulate a
' litigalion-based strategy for dealing with its current circumstances. After reviewing

this letier, we would appreciate an opportunity to meet with appropriate SDCERS
representatives to discuss this issue further, o

Thank you for your attention to this matter. 'We Jook forward to hearing from you.

Very truly yours,

Reg A, Vitek
Seltzer Caplan McMahon Vitek
A Law Corporation

MAL/RAV:bs
ce: Michael A Leone, Esq, -
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333 Market Street, Suite 2300, San Francisco, CA 84105-2173 BABLLS
Tele: (415) 777-3200, Facsimile; (415) 541-8366 ’
4 o FHn
REAM
TO: . RAB |
FROM: MNC

DATE: February 20, 2004

RE: San Diego City Employees Retirement System--Analysis of Conflict of Interest
Issue . '

You have asked me fo examine whether the approval of an agreement between the City-of San
Diego and its Retirement System may have resulted in 2 viclation of Government Code Section
1090, which prohibits public officials from having a private interest in the contracts they
participate in making' or which are made by 2 board or body of Which they are members.

L Backlground ‘

Article TX of the San Diego City Charter provides for the establishment of 2 “City
Employees’ Retirement System" (System). Section 144 of the Charter provides for a “Board of
Administration” (Board) to manage the System. The Board consists of the City Manager, City

" Auditer and Comptroiler, City Treagurer, three members of the System (elected by the ‘
membership), one retireé member of the System (elected by the retired membership}, an officer
of a local bank and three other citizens of the City. As a result, seven of the eleven members are
presumably persons who are either current or prospective recipients of benefits of the System and
may therefore (to the extent the decisions affect benefits or the ability of the system to pay them)
have a financial interest in contract made by the Board. In addition, six of the eleven members
ars smployees of the City, and thus have a financial interest 2s a resuli 60 the saldry and benefits:
they receive from City, which may be relevant in any contracts they might approve with the City.
Mevertheless, the City Charter provides for these individuals 10 make significant fnancial
decisions for the System, including arrangements with the City for the transfer of funds necessary
for the funding of the benefits the System is to provide,

' ‘ In 2002, as a result of negotiations with labor unions representing City employees, the
City entered into union agreement(s) providing for certain increases in benefits to its employees,
Following the tentative approval of those agreements and in order to implement the increased
benefits jncorporated within them, the City sought to medify certain arrangement(s) it had with

V Section 1090 reads in part: “Members of the Legislature, state, county, district, judicial
district, and eity officers or employees shall not be financially interested in any contract made by
them in their official capacity, or by any body or board of which they are members.”

1B83669.3
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the System. As aresult, the City and the System entered into an agreement that changed the
terms of a prior agreement fe contributions to the System. ‘

1043669, 3
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L Legé! Analvsis

A, Government Code 1050

Section 10507 of the Government Cade provides that no officer or employee of 2 public
agency may have a financial interest in a contract “made” by them in their official capacity, or by
any body or board of which they are a member. Inciuded in this prohibition is almost any aspect
of participation-in the formatios of the contract, including influencing the development of the
contracl. In addition, a member of a legislative board or bedy is conclusively presumed to have
such an interest in any contract approved by that body, gven if the member has disqualified his or

herself from gamcmanon in that actwn
‘ 1 Elements of a Section 109(} Vm?atmn

The elements of a violaticn of Section 1090 consist ofi (1) a contract; (2)
whxch is developed or negotiated by persons subject te the statute, or approved by & body or
board of which they are 2 member; (3) when such persons have & financial interest in the
contract. There are two-catepories of exemptions to Section 1090, consisting of “remote
interests™ (which are defined in Section 1091 and require disclosure and non-participation by the
individual with the interest) and “non-interests” (which are defined in Section 1091.5 and
generally do not require either disclosure or non-participation.) We will look at each of these .
elements of a violation with regard to the Board s approval of the agreement with the Cﬁy, then
consider the various exemptions.

4. Contract

A required element of a 1090 viclation is that a contract have been entered
into by a public agency. {Other statutes, such as the Political Reform Act {(Gov't. Code §§
21000 et seq.) address conflicts of interests in & wider range of governmental decision-making
actions.) 1t is ciear that a formal arrangement was entered into between the City and the System.
However, in order to determine if this arrangement is indeed a “contract,” we must look at the
exact nature of the relatjonship between the City and the System and the terms of the agreement.

As an entity that is created by the City Charter, the System could be
viewed as constituting a legal subdivision of the City. While it may have independent fiduciary
responsibilities to the Systein's beneficiaries, the System is not an agency established under any
other povernmental authority (such as separate enabling legisiation enacted by the Legistature}.
As such, it may merely be a separate subordinate entity within the City government that

* Al statutory references are to the California Government Code unless otherwise noted,

1983668, 3
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technically can not “contract” with the City becanse it is part of the City} Therefore, we must
fitst consider whether the agreement between the City and the System may ot be 2 “contract” at
all for purposes of Section 1090, but merely an internal arrangement within 2 single
governmental entity.

A number of cases have examined situations in which there wag |
uncertainty as to the separate identity of affected govemmental entities. In People v. Gnass

(2002) 101 Cal.App.4” 1271, (2 case coincidentally involving a Section 1090 violation) the court

addressed a situation where an aftorney represented a two related public entities and then -
received fees as the result of a bond transaction from a third related agency for which he served
in a private capacity. In his defense, the attorney attempted to separate the agency that paid him
as a private counsel from others that he represented as a public official. '

Gnass was City Attorney for the City of Waterford, and also represented
the Waterfard Public Financing Authority (Waterford PFA), a joint powers authority (JPA) that
was formed by the City and its redevelopment agency. The Waterford PFA then participated in
thie formation-of a series of other JPA's that issued bonds to fund various projects around the state
pursuant to the Marks-Roos law (the “Marks-Roos JPA’s™). Gnass received Jegal fees as a.
disclosure counse! for the bond offerings made by the Marks-Roos JPA's, It was alleged that this
arrangement vioated Section 1090, because the Waterford PFA had entered into contracts with
the various Marks-Roos JPA's that ultimately resulted in the payment of legal fees to Gnass as
disclosure counsel in the bond financing. In reaching its conclusion that Gnass had acted in his
public capacity in “making” the contract that had a privaie benefit to him, the court found that the
*nice legalistic differences” between the City and the Waterford PFA were “not determinative”
of the matter, since Gnass had essentially served, at one time or the other, as the attorney for both
agencies. It was not necessary 1o find that Gnass had served in an official capacity for the Marks-
Roos JPA's, although the court hints he may have done that as well. ‘

In essence, the court in Gnass fooked beyond the separate status of the

agencies to find that he had represented the Waterford PFA in his public capacity in its formation .

of the Marks-Roos JPA. This resulted in a prohibited interest as & result of his expectation of
receiving lega) fees retated to the bond financings for which the Marks-Roos JPA were formed.
Thus, in this situation, (he court compressed the separate fegal entities into a single group interest
in order to find that the attorney had been distoyal to his public office. However; this may not
have been entirely necessary as the court appears to have reached its conclusion on the basis that
Gnass represented the Waterford PFA while it entered into contracts to form the various Marks-
Roos JPA's, knowing that he would receive fees in completing the bond deals of these JPA's.
Nevertheless, if' the Gnass court's reasoning regarding the identities of the various entities were to
be applied in this case, a court might also avoid finding any “lepalistic differences” between the

? In other large cities, agreements between separate agencies within the city are often termed
“Nemoranda of Understanding,” between subordinate agencies of the city (as opposed to
“contracts” between separate legal entities). ' - ' ‘

1083669, 3
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City and the System by viewing the bodies as a single entity (and therefore finding no ﬁrohibited
contract): :

In making its holding, the Goass court refused to rely on two cases cited by .
the defandant in which courts declined to view related entities as having a single existence. In
both cases (Rider v. City of San Diego (1998) 18 Cal.4™ 1035 and Vanoni v. County of Sonoma
{1574) 40 Cal.App.3d 743), the courts refused 1o apply debt limitations applicable to one agency
to the actions of a separate but related agency on the grounds that the second agencies had a
separate statutory basis. In the Yanoni case, the Court'noted that the Legislature had specifically
provided for the formation of a “Sonoma County Flood Contral and Water Conservation
District” that was separate and apart from the County of Sonoma, despite having the same
boundaries, a shared governing board and having its taxes collected in the same manner. In the
other, the court found that a.JPA formed by the City of San Diego and the San Diego Unified
Port District was indeed an entity separate from the City. {The statute permitting the formation

of PA's clearly provides that they may be separate Jegal entities from thelr member entities. See

Gov't. Code § 6507.) In both cases, the courts made it very clear that the statutory authority for
the creation of each independent agency was an important determining factor.

There is statutory authority for cities 1o create retirement systems that do
not involve the creation of a separaie entity (Sez Gov't. Code § 45300 el seq.). However, the
System was created and organized under the Charter.* Nevertheless, the argument that the
System is a component part of the City is certainly bolstered by the fact that the legislation
authorizing the formation of an analogue systeni does not provide for it 1o be & separate
government entity. (Section 45316 nofes that /t #s an alternate procedure and case law has held
that Charter cities are free to adopt pension plans that differ from the statute. (Belins v. City of
Eureka (1968) 69 C.A. 2d 353)). Therefore, based on Vangni and Rider, as well as the statutory
framework for municipal retirement systems, a court should conclude that the System is part of
the City.and an agreement between the City and the System is not a contract for purposes of
Section 1090, .

A recent Aftomey General’s opinion addressed potential contracts between
a city (San Francisco) and a for-profit corporation that was entirely owned by the ¢ity, when the
City’s Airport Director and a member of its Airport Commission, acting in those capacities,
participated in the making of the contract while also serving as members of the board of directors
of the non-profit. Finding that the two individuals in both roles would be acting in the best
interests of the city, the Attomey General’s office opined: “We do not believe that Section 1090
has any application where the contract is between a public agency and its wholly-owned

corporation, regardless of whether is non-profit or for- -profit.” (81 Ops.Cal.Atty.Gen. 91, 93.) It

should be noted that this opinicn was based, in part, on the fact that the two individuals “will not
be receiving any personal gain” as a result of the contract and therefore wonld have undivided

* There are other statutes that establish certain other retirernent systems (See Gov’t. Code §9320
stseq, (Legxs]aﬂvc Employees); § 31450 etseq.) (County Employees)).

5
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loyalty to the city while acting in both roles. (That may not be the case with regard {o the
System, since the board members will receive benefits from System, Therefore, placing too
much refiance on this opinion may be risky.) The Atlomey General 2lso notes that he would
decline to apply 1090 where it “would not serve the purposes of the Legislature In enacting
section 109G despite the absence of a clear statutory exemiption. (Jd. at 94.) Hopefully, a court
would take a similar stance with regard to the System. Even if & court were to find that the
System was a separate entity from.the Ciry, there is iegal precedent for finding that 1090 might

not apply

b, ("nntract was Developed, Nepotiated or Approved by Persons
Covered :

al A sccond element of a potential 1090 vnolaﬂon reguires that the contract
be “made” by a person (or & body or board of which that person is a member) who is covered by

. Section 1090. Section 1090 has a wide reach. According to the California Attorney General’s

publication on the subject * [vjuwa!}y all board members, officers, employees and consulzants are
public officials within the meaning of section 1090.” The aspect of “rnaking” the contract can
involve & wide range of actions, including preliminary discussions, negotiations, reasomng,
planmng, and advising with regard to the subject of the contract.

{#) City didn*t-intend for 1090 to apply to Board |

: While it may appear that the City/System agreement was made by
individuals whao are covered persons under the statue, i is possible to make an arpument that, in
establishing the Board and naming to it individuals who would so clearly have financial interesis
in the Board’s actions, the City Charter may have intended that Section 1050 not apply to the
Board. The authors of the Charter were fully cognizant that the Board would make decisions that
would have &n impact on the current and retired emplovees of the City. (Given the “conclusive
presumption’ that any contract mede by 2 board that has even a singte member with a prohibited
financial inteyest undéer 1098 is void, spplication of 1090 means that the City Charter would have
essentially established 2 board that couldl not function inachieving its main purpose. That ciearly
could not have been their intent” (This may not be controlling, however, as the Logislatirs

apparently didn't intend for local agcncxes to have the apticn of exempting officials fmm Section *

1090's reach.)

A stronger argument is that the application of Section _1090 to the

5 Although there is a “rule of necessity” that allows boards to act when one of their members has
a conflict, that rule also requires that the members with the conflicts not participate in the action.
{69 Ops.Ca.Atty Gen 102.) Howsver, when this rule is applied to the Board, the three City .~
officers, the three employees and the retired employee would all be disqualified, leaving many of
the important decisions of the Board up to the four publicmembers, That would hardly have
been the intent of the drefters of the Charfer provigion establishing the Systcm.
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operations of the Board creates a potential conflict with the provisions of the Charter (which
intended that the specified individuals make the required decisions-of the System). In that case,
we would need 1o apply the principles that have been developed to address conflicts between
state laws and loca) provisions that address “municipal affairs,”

As a charter city, the City may “make and enforce all ordipances and

regulations in respect to municipal affairs, subject only to the restrictions and lirnitations

provided” in its charter. (Cal. Const. Art, XI, Section 5.) City charters adopted under the
Constitufion “with regard to municipal affairs shall supersede all laws that are inconsistent
therewith.” Otherwise, the City is subject to the general laws of the state. It has been
conclusively held that the establishment of pensions and pension systems is a “municipal affair.”
(Murphy v. City of Piedmont (1936) 17 Cal.App.2d; City of Downey v. Board of Administration,
Public Emplovee Retirement System (1975) 47 Cal.App.3d 621.) However, Section 1030
regulates the operation of the System, not the City’s power to create jt. In order to address the

* potential conflict hetween Section 1090 and the Charter’s provisions establishing the System, 2

court would 100k 1o the case law that has interpreied Article XI, Chapier 5. An analysis of the
two seminal cases addressing conflicts between charter city legislation dnd state law provides
some very useful guidance in navigating this often-confusing area.

In two cases, California Federal Savings and Loan Assn. v. City of 1L.os

Angeles (1991) 54 Cal.3d ] (“Cal. Fed.”) and Johnson v. Bradiey (1992) 4 Cal.4" 389
(*“Yohnson™)’, the California Supreme Court recxamined and restated the process for analyzing
conflicts between charter city laws addressing municipa!l affairs and general state statutes. As
these cases show, the task is not an easy one, The threshiold inquiry is deciding whether there is
an actua) conflict between the ewo laws. As the court in Cal, Fed, siated: “To the extent difficult
choices betwesn competing claims of municipal and state governments can be forestalied in this
sensitive area of constitutional law, they ought to be; courts can avoid making such unnecessary
choices by carefully insuring that the purported conflict is in fact a genuine one, unresolvable
short of choosing between one enactrment and the other.” (54 Cal.3d at 16-7.) The Cal, Fed.
court notes two cases {Bishop v. San Jose (1969) 1 Cal.3d 56 and Weekes v. City of Oakland
(1978) 21 Cal.3d 386) in which it found “no real conflict” e

As the Cal. Fed, decision notes, if & genuine conflict is found between a
local law addressing a rounicipsl affair and & state statute, a court must then determine whether
the state law addresses 2 statewide concern. Otherwise, the municipal law is beyond the reach of
state legislative control. If however, the state statute addresses a matter of statewide concern and
is reasomably related to its resolution, then the state law controls. Essentially, the analysis then
boils down 1o whether, “under the historical circumstances presented, the state has a more

- € Cal. Fed. struck down the imposition of a municipal business license that conflicted with a

statewide scheme to limit loca! taxation of savings and loan essociations, while Johnson upheld a
local program for publicly financing campaigns in light of a claim that it was invalidated by a
state initiative that prohibited such programs, :
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substantial interest than the charter city.” (Cal. Fed., 54 Cal3da 18.) Thus, in cases presenting
a true conflict, “the hinge of the decision is the identification of a convincing basis for legislative
aciion originating in extramunicipal concerns, one justifying legislative supersessmn based on

sensible, pragmatic considerations.” (id,)

In our case, a court should be ab]e to avoid finding an “actual conflict”
between the Charter provision establishing the make-up of the Board and Section 1690, by
finding that 1090 does not extend to agreements between different agencies of the City
govermnment. That way, the Court couid permit the City to establish the Board with the make—up
it feels to be optimal, without creating a conflict with state law. .

However, if a court were net to accept that argument, it would be difficalt
to argue that 1090 did not address a matter of statewide concern. In our highly intcrdependcnt
state, no ienable arpument can be made that only the citizens of a particular city have an imerést
in the absence of public corruption. Clearly, businesses, property owners, ather government
agencies, as well a5 citizens of adjoining municipalities, all may be affected by a corrupt city
government. In fact, as the court in Johnson noted: *[W]e agree with petitioners that charter
cities may not enforce laws that are inconsistent with or impede statewide regulation of the
integrity of the political or electoral process . .. ." (Johnsan, 4 Cal. 3d 394, fn. 4.) -

In this case, assuming the agreement between the Crty and the System is 2
con:ract” within the meaning of Section 1090 and a court does not interpret Section 1090 such

that a conflict is avoided, there is not much doubt that the members of the Board “participated” in .

makKing the contract when they voted to approve it. In fact, the law conclusively presumes that
all members of a board that executas a contract, even those members who did not vote on the
contract, are presumed to have participated in making it.

c. Fipancial Inferest

The most difficult element of this analysis may involve the determination
af the existence of 2 *“financial interest.” The statute does not define the term “financial interest,”
ajthough it has been extensively explored in the case law and is generally defined very broadly.
We will analyze it, and the specific circumsiances of the agreement in question, below. In
addition, the exemptions from Section 1090 mainly operate with regard to the financial interest
element, defining certain inferests to be either “remote interests” or “non-interests.” We will
look at the possible exemptions first. '

{i) Interest in City Salary

With regard to the interest that six members of the Board may have
with regard to the contract with the City, Section 1091{b)X13) holds that the interest of any
employes of & governmental agency in his or her salary, per diem or reimbursement of expenses
from a government agency is a remote interest. Therefore, the Board members who are City
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employaes would have a “remote” inferest in an agreement bstwecn the System and the City due
10 their salaries. Thus the affected Board members could have disqualified themselves from the.
consideration of the contract with the City, An argument can be made that their interest was so
obvious that no notice was required, but even if that was acceptable, it does riot cure the fact that
they may have actually participated in approving the contract (or simply been a member of 2 - ‘
body or board that- made a contract with an entity (the City) in which they had a financial interest

(their salary?).

(i)  Interestin Svstem Benefits

Anbiher exemption that'may be applicable here s listed in Sectton

1081.5(a)3). It states that public official shal! not be deemed to have a financial interest in a
contract when his or her interest is “that of a recipient of public services generally provided by
the public body or board of which he or she is 2 member, on the same terms and conditions as if
he or she were not a member of the board.™ The challenge here is showing that the payment of
retirement benefits falls within the definition of a “public service.” There is no case law
interpreting this provision. 1believe we are Jeft with a straight statutory intefpretation. It is clear
that the System is really only intended to prowde one thing—employee benefits. To the extent
that public agencies are created to serve the public (in this case to provide benefits to public ‘
employees, which arguably insures their loyal service throughout their careers), that is the
function the Board serves.

The preceding exemption is, in mahy ways, aTestatement of an
exception also used in the reguiations implementing the Political Reform Act (PRA). This
excepiion is based on the concept that actions that affect the “public generally” should not be the
basis for a conflict of interest (presumably on the grounds that such a prohibition wouid prevent
any action at ali, as every citizen would be barred from action.) A specific regulation of the Fair
Political Practices Commission, which impiements the PRA, applies to members of board and
commissions “who are appointed to represent a specific economis interest” and exempts them if
the stafute or ordinance creating the position requires them to represent that position, if the
decision does hot involve any other personal interests and the decision will “financially affect the
member’s economic iriterest in a manner that is substantially the same or proportionately the
same as the decision will affect a significant segment of the persons the member was appointed
to represent.” (Title 2, Cal. Code of Regs. § 18707.4). This concept would clearly apply to the
threa members of the System as well as the retired member. It is more diffi cult to extend itto
inciude the City Manager, Auvditor and Comptrolier and City Treasurer, as it is not clear that they
were appointed to the Board to represent their personal interests in their retirement benefits.
(However, it can also be argued that they were appointed to represent both their personal :nterest

as recipients and the specific funstions they serve with the City.)

(i}  Effectof Contracton Iuterests
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As 1o the financial interest of the members, there may be some
question whether the members of the Board actually had 2 financial effect in the agreement. As
stated carlier, Section 1090 doss not define what a “financial interest” is, However, the case Jaw
has éxamined the issue quite thoroughly and, applying the concept that the statute is to be
“swrictly construed,” has found many types of situations to feature prohibited interests. The most
telling comment on this process states “however devious and winding the chain may be which
connects the officer with the forbidden contract, if it can be followed and the connection made,
the contract is void.” (People v. Devsher (1934) 2 Cal.2d 141.) It is essential that we analyze the
exact effect of this particular contract will have upon the members of the System (and hence the
members of the Board). If there 1s any chance at all that the City-Systern agreement will increase
benefits (or even insure that the benefits promised i the City-Union agreement are paid), the
City-System agreement would likely result in a financia) Interest on the part of the members of
the Board that are also members of the System. It has been noted that by the time the contract
was concluded, the City was fully obligated to provide the stated benefits and the eontract merely
provides a method to implement them. This may require further inquiry in order to be able to
show that no financial effects resulted from the contract,

2. Special Conflict Rules

There is also precedent for the application of special rules to a conflict.
analysis. In several instances, courts have held that specific conflict provisions that differ from
Section 1090 should be enforced in its place. (See Old Town Dev. Corp, v, Urban Renewal
Agency (1967} 249 Cal. App.2d 313 and 51 Ops.Cal.Any.Gen. 30.) However, in such instances
there is a specific conflict provision that takes precedence over the more general provision of
Section 1090. There is no such special statute present here, although perhaps an intent to have
such ah exception is inherent in the structure of the Board.

B, Effect of Conflict Upon Contract

If any member of the Board that acted on the agreenient had a conflict under Section
1890, the law holds that the agreement would be void. Although the language of Section 1092
states that a contract made in violation of Section 1090 may be voided, case law has consistently

held that such contracts are void, not voidable. (See Thompson v. Call (1985} 38 Cal3d 633.) In
addition, any entitlernent to payment pursuant to a contract made in violation of Section 1096 is

alsc void and the payment of any compensation is disallowed.

cc: - CMH, MKT

10
1083669, 3

SDCO76448






